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| STATE SOCIETY ACTIVITIES 








Calendar of Events 

December 5—Regular Meeting of the 
3oard of Directors. 

December 9—7 :45 P.M. Society Meet- 
ing. Subject: State Taxation. Loca- 
tion: Waldorf-Astoria Hotel, Lex- 
ington Avenue and 49th Street, New 
York City. 

January 8—Regular Meeting of the 
3oard of Directors. 

January 13—7:45 P.M. Society Meet- 
ing. Subject: To be announced later. 
Location: Waldorf-Astoria Hotel, 
Lexington Avenue and 49th Street, 
New York City. 


November Tax Meetings 

On the evenings of November 18th 
and 19th, the annual tax meetings of 
the Society were held in the Grand 
3allroom of the Waldorf-Astoria 
Hotel under the auspices of the 
Committee on Federal Taxation, of 
which Nicholas Salvatore is Chair- 
man. Both of these meetings were 
devoted to the First and Second Rev- 
enue Acts of 1940, with particular 
emphasis on the new excess-profits 
tax. An exceptionally large attend- 
ance by members and guests of the 
Society was recorded. At the first 
meeting on Monday evening over 
1,600 accountants were present to 
hear four prominent members of the 
Society explain the important fea- 
tures of the excess-profits tax im- 
posed by the Second Revenue Act 
of 1940. 

The first speaker of the evening, 
Dr. Joseph J. Klein, a past president 
and former director of the Society, 
summarized the First and Second 
Revenue Acts with particular refer- 
ence to the excess-profits tax. The 
next three speakers, Walter A. Cooper, 
William LeRoy Ashbaugh, and J. S. 


Seidman went into specific phases 
of excess-profits. Following the 
presentation of these papers, the 
speakers as well as the members of 
the Committee answered many ques- 
tions submitted on the new tax laws. 

At the Tuesday evening session 
two excellent addresses were given 
by Andrew B. Trudgian and George 
EK. Cleary, attorneys at law. Mr. 
Trudgian outlined certain tax prob- 
lems to be considered before the end 
of the taxable year, and Mr. Cleary 
gave a capable description of the 
method by which earnings and profits 
of corporations can be determined 
under the new tax laws. 

The Committee regrets that it was 
impossible to answer at these meet- 
ings all the questions presented by 
the membership on the application 
and interpretation of the excess- 
profits tax. In due course, the com- 
mittee will answer by correspond- 
ence all the questions it received, 
and in this issue of THe New York 
CERTIFIED PuBLIC ACCOUNTANT a 
summary of some of the more important 
questions discussed is included. All of 
the papers presented at these tax meet- 
ings are contained in this issue. 


December Tax Meeting 


On the evening of December 9, 
1940, the Committee on State Taxa- 
tion, of which Benjamin Grund is 
Chairman, conducted a meeting in 
the Starlight Roof of the Waldorf- 
Astoria Hotel at which three appro- 
priate and interesting papers were 
presented on different features of 
state taxation. The first address was 
given by Mr. Grund, Chairman, who 
talked on “Recent Significant 
Changes Affecting New York State 
Income and Franchise Taxes,” fol- 
lowed by a description of “Recent 
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Significant Court Decisions on New 
York State Taxes” by Benjamin 
Harrow, a member of the Com- 
mittee, and “The New Personal In- 
come and Corporation Tax Audits” 
by Leo Mattersdorf, a member of 
the Society, who is also Director 
of Tax Investigations of the State 
Tax Commission. 

These addresses are contained in 
this issue of Tre New York CErrIi- 
FIED PusLic ACCOUNTANT. 


Fall Technical Meetings 

The Fall series of special technical 
meetings was held on _ successive 
Wednesdays during the period of 
October 9 to November 13, 1940, at 
the Engineering Auditorium, 29 W. 
39th Street, New York City. These 
meetings are fast becoming an im- 
portant regular feature of this 
Society’s activities, and this Fall the 
highest average attendance since 
their commencement was recorded, 
there being present at each Wednes- 
day session an average of approxi- 
mately 225 members and guests ot 
the Society. 

The enthusiastic manner with 
which these meetings have been re- 
ceived is indicative of the great 
amount of work done by the tech- 
nical committees involved, and each 
of these occasions was marked by 
the presentation of excellent papers 
by members of these committees. 
Judging from the discussions which 
followed, these papers accomplished 
a great deal in stimulating thought 
among those present. 

Plans are already being considered 


for holding another series of tech- 
nical meetings in the Spring, a notice 
of which will be sent to the members 
at a later date. In the meantime, it is 
intended to publish much of the ma- 
terial emanating from this Fall’s pro- 
ceedings in forthcoming issues of 
this publication, commencing with 
the January issue. 


James F. Hughes Honored 


The American Arbitration Associ- 
tion recently announced that James 
F. Hughes, a past president of the 
Society and present Chairman of the 
Committee on Commercial Arbitra- 
tion, has been elected to the Board 
of Directors of the Association to 
serve for a period of four years. 

Mr. Hughes was also elected on 
November 25, 1940, as a member of 
the Board of Directors for the en- 
suing year of the Trade and Com- 
merce Bar Association. 


Dean Madden Appointed Governor 
of Curb Exchange 


It is with pleasure that the Society 
announces the appointment of Dean 
John T. Madden, a former director 
of this Society, and Dean of the 
School of Commerce, Accounts and 
Finance of New York University, as 
a Governor of the New York Curb 
Exchange. Dean Madden is one of 
three newly appointed Governors 
who will serve on the Board of the 
Curb Exchange as representatives of 
the public not engaged in the securi- 
ties business. 





When in Need of 





COMPETENT STAFF ASSISTANTS 
Call 
THE Society’s EMPLOYMENT SERVICE 
VAnderbilt 6-2765 
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Copies of Tax Returns 


In response to a number of in- 
quiries with reference to the filing 
of clients’ tax returns by account- 
ants, the Committee on Auditors’ 
Liability, of which E. J. Buehler is 
Chairman, has submitted the follow- 
ing statement: 

The Committee recently con- 
sidered the situation which oc- 
casionally arises when, upon a 
change of accountants, it appears 
that the client has no file copy of 
his tax return to make available 
for the use of the new accountant. 
The former accountant then being 
requested to submit a copy, de- 
murs, claiming that the only one 
he has available is his own file 
copy. 

It is the opinion of this com- 
mittee that on the basis of the 
few judicial decisions on the sub- 
ject, an accountant is not legally 
required to furnish a copy of a tax 
return to a former client, that the 
Society could not require its mem- 
bers to submit such an additional 
copy for the clients files and more- 
over, under Treasury Decisions 
4929 and 4945, there is provision 
for inspection of tax returns by a 
taxpayer and for securing a copy 
from the Government by anyone 
entitled to inspect a return. 

It was thereupon agreed that 
no recommendation requiring the 
former accountant to submit a 
copy of the return should be made 
to the board of directors. 

It was suggested, however, that 
in order to answer any inquiries 
which might be directed to the 
Society’s office on this matter, this 
committee go on record to the 
effect that in their opinion the re- 
tiring accountant in such cases 
should be requested, in the interest 


of amity and cooperation amongst 
accountants, to furnish the desired 
copies of tax reports for clients. 
The Committee also felt that in 
view of possible claims that might 
be made against him in connection 
with the preparation of tax re- 
turns, the accountant, when origi- 
nally submitting returns to a client, 
should prepare and forward an 
extra copy for his own protection. 
E. J. BUEHLER, Chairman 


November 29, 1940 


A Survey of Accounting Problems 


In an article entitled “The Finan- 
cial Statement of the Future”, the 
November 1940 issue of Dun’s REVIEW 
contains in summarized form the 
partial results of a survey recently 
undertaken by Roy A. Foulke, Man- 
ager of the Specialized Report De- 
partment of Dun & Bradstreet, Inc., 
with respect to professional opinion 
on certain accounting conventions 
and problems. Last May a question- 
naire was sent to a selected group of 
business men “who had evidenced a 
serious interest in the trend of evolu- 


tion in accountancy”, comprising 
loaning offices of commercial banks 
and trust companies, mercantile 


credit men, financial executives of 
large corporations, and public ac- 
countants. Sixteen questions were 
asked with respect to expanding the 
inclusiveness of the present-day bal- 
ance sheet, and the desirability of 
effecting changes in current methods 
of reporting and accounting for in- 
ventories, investments, deferred 
liabilities and surplus. 

The results of this survey will be 
of unquestioned interest to account- 
ants, expressing as it does the candid 
opinion of a cross-section of in- 
dividuals with whom they are in 
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close relationship in the practice of 
their profession. Reproduced below 
are the tabulated results of the first 
eight of these questions, showing 
which percentage of bankers, cor- 
poration treasurers, mercantile cre- 
dit men and accountants themselves 
replied in the affirmative. Answers 
to the remaining eight questions will 
appear in these columns as soon as 
they are released, and the complete 
survey will eventually be published 
in January by Dun & Bradstreet in 
booklet form, copies of which will 
be available upon request. 

Prior to a discussion of some of 
the replies received to the first eight 
queries, Mr. Foulke states “Most of 
the questions asked opinions about 


Balance Sheet Questions 


changes in accountancy which would 
involve more work, more expense, 
or at least a change in habits, forms, 
or procedures for those responsible 
for the accounting. Of the four 
groups corporation treasurers and 
accountants would generally be the 
ones to bear the weight of added 
work, expense, or habit changing; 
bankers and mercantile credit men, 
through having additional informa- 
tion or possibly more conveniently 
placed data, would be the ones to 
profit most directly. For the first 
eight questions the treasurers’ and 
accountants’ approval of the proposed 
changes averaged only 62 per cent; 
the credit men’s endorsement, 74; 
the bankers’, 82.” 
PER CENT ANSWERING “YES” 


Corporation Mercantile 
Bankers Treasurers Credit Men Accountants 


Should balance sheets and income ac- 
counts be presented on larger sheets, 
permitting more detailed description of 
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ee 87 66 80 63 


Should consolidating statements be 
included more generally in an audit re- 
port or in an examination of financial 
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Should an auditor disclose in 


99 87 92 91 


the 


title of a consolidated statement the 
names and addresses of consolidated com- 
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Should balance sheets show the bases 
of asset valuations and any items not 


isn. 74 89 
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wn 


. 


Should accountants aim at ultimately 
developing a distinct and uniform bal- 
ance sheet and income account form to 


be available for each line of business?... 90 74 


Inventory Questions 
Should the auditor accept full 
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sponsibility for verification of the in- 
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Would it be practical to develop a pro- 


fessional group of inventory appraisers? 
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Should balance sheet footnotes explain 
commitments for future deliveries, giv- 
ing both fiscal date prices and actual 
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Professional Comment 


Revision of Internal Revenue Code 


The American Institute of Ac- 
countants has recently published a 
pamphlet entitled ‘“Recommenda- 
tions for Revision of the Internal 
Revenue Code”’ containing the 1940 
report of its Committee on Federal 
Taxation. This report, which was 
approved by the Council of the In- 
stitute at its annual meeting at 
Memphis in October, seeks to prove 
the need for certain changes in tax 
requirements which, in the judg- 
ment of its members, will operate in 
the public interest. The introduction 
to the report contains the following 
explanatory remarks :- 


“For some years past it has been 
the practice of the American In- 
stitute of Accountants to submit, 
at least annually, to the appro- 
priate authorities, to business, and 
to the public in general, its recom- 
mendations for adjustment and re- 
vision of the Internal Revenue 
Code. This service has been under- 
taken through the committee on 
federal taxation which, in turn, 
based its recommendations on the 
broad experiences of the members 
of the Institute. 

“From time to time a number 
of the committee’s recommenda- 
tions have been enacted into law. 
This is not to suggest that such 
recommendations in and of them- 
selves resulted in the remedial 
legislation, but it is believed that 
so representative an opinion of a 
national body of professional prac- 
titioners having a wide experience 
with the subject matter, serving 
the general public interest rather 
than their own or a special group 
interest, should and does carry 
considerable weight. 

“We now understand that a 
study by legislative and Treasury 
officials of the working results of 
the present Code is in progress, 
based in part on results reported 
by numerous taxpayers during the 


past year. Accordingly the pres- 

ent committee has continued the 

intensive work of its predecessors 
and has given further study to the 
actual working results of existing 

legislation, including the 1940 

amendments.” 

Copies of this report are available 
upon request at the office of this 
Society, or at the American Institute 
of Accountants, 13 East 41st Street, 
New York. 





Accountants and the Law of 
Negligence 


In Tue Accountant (London) 
there has been appearing from time 
to time during the past eighteen 
months a series of articles entitled 
“Acountants and the Law of Negli- 
gence”, written by Messrs. W. Sum- 
merfield, B.C.L., L.L.B., and F. B. 
Reynolds, A.C.I.B., authorities in 
the fields of law and _ insurance. 
These articles, which are of interest 
to both American and British ac- 
countants, have been based for the 
most part on cases within the Eng- 
lish law, although occasional refer- 
ences to the American courts have 
been made. 

The twelfth article of this series 
entitled “Liability to Third Parties” 
refers to the “American precedent” 
created in the Ultramares case (1930) 
with respect to damages claimed by 
third parties. In analyzing the deci- 
sion in that case the editors state 
sau (this) is a case of outstanding 
importance. It was considered at 
great length by the Court of Appeals 
of the State of New York, and its 
value lies in the exhaustive review 
of the principle by Chief Justice 
Cardozo (who referred to a number 
of decisions in our own Courts) ; for 
that learned Judge was one of the 
most renowned of all jurists in mod- 
ern times, and the principles ex- 
pounded by him are, in the main, 
equally applicable under our own 
law.” 
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The full text of this article is avail- 
able in the March 16, 1940 issue of 
Tue Accountant (London), or in 
the CANADIAN CHARTERED ACCOUNT- 
ANT for November, 1940. 


Municipal Audits 

In the MunicipaL FINANCE NEWS 
LETTER of October 16, 1940, it is stated 
that at a recent meeting of state exam- 
iners of local accounts, four important 
auditing points were brought out. 
These were: 
1—If special tax levies are made for 

a specified purpose such as the 

payment of all bills, it is neces- 

sary to see that the special funds 

are applied to the special purpose. 
2—Tax levies for bond payments 

should be investigated to see that 


the bonds for which the taxes 
were levied are actually out- 
standing. 


3—Care must be taken to see that 
bonds and coupons are marked 
paid when presented and that the 
bonds outstanding are not re- 
duced until the bonds have actu- 
ally been presented for payment. 


4—Bond and coupon accounts 
should be carried with depositar- 
ies so that the city will reflect on 
its books the amount of bonds 
and coupons for which deposits 
have been made. 





Regulation of Accounting Reports 


Accountants will undoubtedly be 
interested in an address entitled 
“The Government’s Responsibility 
for the Regulation of Accounting 
Reports,” given on September 16 
by William H. Werntz, Chief Ac- 
countant of the Securities and Ex- 
change Commission, at the Bicen- 
tennial Conference of the University 
of Pennsylvania. This address, which 
was the subject of editorial com- 
ment in the November JOURNAL OF 
AcouNTANCY, is available at the of- 


fice of the Commission in Washington, 


ot. 


Securities and Exchange Commis- 
sion Accounting Release No. 18 


On November 19, 1940, the Secu- 
rities and Exchange Commission an- 
nounced the adoption of an amend- 
ment to Rule 4-09 of Regulation S-X 
to permit the consolidation of finan- 
cial statements of a totally held in- 
surance company subsidiary with 
its parent, provided the subsidiary 
is primarily engaged in the insuring 
of risks arising in the ordinary 
course of business of the parent and 
its other subsidiaries and provided 
that certain other conditions are 
met. Regulation S-X governs the 
form and content of financial state- 
ments required to be filed on Form 
A-2 under the Securities Act of 1933 
and most of the forms promulgated 
under the Securities Exchange Act 


of 1934. 

The text of the Commission’s 
action follows: 

The Securities and Exchange 
Commission, acting pursuant to 


authority conferred upon it by the 
Securities Act of 1933, particularly 
Sections 7 and 19 (a) thereof, and 
the Securities Exchange Act of 1934, 
particularly Sections 12, 13, 15 (d), 
and 23 (a) thereof and finding such 
action necessary and appropriate in 
the public interest and for the pro- 
tection of investors, and necessary 
for the execution of the functions 
vested in it by the said Acts, hereby 
amends Rule 4-09 of Regulation S-X 
to read as follows: 
“Rule 4-09. Special Requirement as 
to Insurance Companies 

“(a) Except as provided in para- 
graph (b) of this rule, the statements 
of an insurance company shall not be 
consolidated or combined with the 
statements of any person. 

“(b) The statements of an insur- 
ance company other than a life insur- 
ance company may be consolidated 
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of the following conditions 


“(1) the insurance company is a 


a 


totally held subsidiary of the 
top parent included in the 
consolidation ; 

such top parent is not an in- 
surance company,  invest- 
ment company, or bank 
holding company ; 
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“(3) the insurance company en- 


“(4 


gages in no business of a 
material amount other than 
the insuring of risks arising 
in the ordinary course of 
business of such top parent 
and its other subsidiaries ; 
separate financial statements 
for the insurance company 
are filed.” 
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HANDBOOK OF FINANCIAL MATHE- 
MATICS 

By Justin H. Moore 

Prentice-Hall, New York 
1940—1216 pages—$3.75 


The author, who is Counsellor on 
Economic Conditions for the Irving 
Trust Company, New York, states 
that the preparation of this book 
was prompted by the discovery that 
many accountants and company offi- 
cials who are actually confronted by 
different kinds of mathematical prob- 
lems, and who often are under pres- 
sure to work out a solution quickly, 
have not had the benefit of actual 
training in mathematical analysis. 
Quite naturally, their past training 
and present activities have been 
principally within the sphere of 
tangible realities, and they have neither 
the time nor the desire to be profes- 
sional mathematicians. A busy ac- 
countant or bank officer who has to 
determine the yield of a callable 
bond, or who must see that a sinking 
fund is set up correctly, is interested 
mainly in accomplishing this task as 
speedily and as accurately as pos- 
sible. Moreover, he does not wish 
to use logarithms or the binomial 
theorem, if there is an easier way. 
If there is some formula which ex- 
actly fits his specific problem, and 
if this formula is presented in such 
a manner that he can turn to a table, 
substitute the proper values, and 
then use a calculating machine to 
multiply or divide as indicated and 
thus get his answer in three or four 
minutes, he would like to be told 
about it in plain simple English. 


This is precisely the object of the 
present book. Tables are given at 
the end of the appendix, which can 
be used in connection with special 


formulas by persons not versed in 
mathematics. In place of the letters 
in the formulas, tabular values, which 
fit the particular problem, are substi- 
tuted, and the rest is nothing beyond 
the ordinary everyday processes of 
addition, subtraction, division and 
multiplication. If an electric com- 
puting machine is available, even 
these processes involve no mental 
effort beyond seeing that one’s finger 
punches the right keys, and thus re- 
sults are obtained with unfailing ac- 
curacy and dispatch. 

The volume contains over 275 
illustrations, all based on concrete 
everyday business problems, which 
are worked out step by step in detail 
in the following pages. The practical 
concrete problems are presented first 
and then solutions are worked out, 
little or no attention being paid to 
the derivation of the formulas, ex- 
cept incidentally. Thus it is possible 
to segregate in the appendix what 
is really a special topic in itself, 
namely, the algebraic derivations of 
the formulas, all of which, directly 
or indirectly, embody the law of 
compound interest. Here the deriva- 
tions can repose peacefully without 
disturbing in the least the practical 
workers who do not desire to explore 
that aspect of the subject, but who, 
on the contrary, want a tool that can 
be used in their daily work. 

In virtually every case, all that 
the user of the book will need to do 
to apply it to his own problem is to 
select the proper formula, substitute 
his given values for each letter in 
the formula, and then perform the 
indicated steps as already stated. 
These seldom involve anything more 
than ordinary addition, subtraction, 
multiplication, or division. 
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Recent Publications 


GOVERNMENTAL COST ACCOUNT- 

ING 

By Carl W. Tiller 

Municipal Finance Officers Associa- 
tion, Chicago, Il. 

1940—78 pages—$1.00 


This publication represents a pioneer 
study in the field of Municipal Cost 
Accounting, and is the result of con- 
siderable research of an exploratory 
nature by a Special Committee on 
Cost Accounting appointed for this 
purpose by the Association in Feb- 
ruary, 1939. The author, who worked 
under the committee’s direction, is 
an employee of the Department of 
Administration of the State of Min- 
nesota, and prepared this material 
as a thesis for the degree of Master 
of Arts in Public Administration at 
the University of Minnesota. Mr. 
Tiller states in his preface: 

“Governmental cost accounting 
has received widespread recognition 
in recent years as an important 
method of securing efficiency and 
economy in public administration ; 
but there is available no book or 
other authentic source of general in- 
formation on the subject. 

“This study is devoted to filling 
the need for a general survey and 
compilation of information on the 
application of cost accounting prin- 
ciples to state and local governments. 
Particular emphasis is placed herein 
upon accounting within the munici- 
pality. The aim has been to make a 
general survey of developments 
which have taken place, materials 
which are available, problems which 
arise, principles and_ techniques 
which can be applied, and limitations 
which may exist in connection with 
governmental cost accounting. 

“The contribution of this thesis is 
twofold: first, the compilation and 
organization of available informa- 
tion on governmental cost account- 
ing theory and practice in the United 
States; second, the formulation and 
statement of a body of suggested 


principles and techniques for future 
use.” 


LAW AND CONTEMPORARY PROB- 
» 


LEM 

Federal Income and Estate Taxation 
School of Law—Duke University 
Spring 1940 Issue-——364 pages—$1.00 


This issue of LAW AND CoNTEMPO- 
RARY PROBLEMS is entirely devoted to 
fifteen articles dealing with tax prob- 
lems of current interest and import. 
The authors, all of whom are out- 
standing authorities on taxation dis- 
cuss such questions as “The Pro- 
posal to Tax Small Incomes”; “The 
Question of Taxing Capital Gains”; 
“Conflicting Theories of Corporate 
Income Taxation”; and “Taxation of 
Corporate Excess-Profits in Peace 
and War Times”. 


In a foreword to this issue the edi- 
tor has inserted the following state- 
ment with reference to these articles: 





“In the levying of federal income 
and estate taxes, considerations of 
administrative fairness and_ effi- 
ciency, of fiscal needs, and of broad 
political, economic and social poli- 
cies, all are inextricably related, with 
the not surprising consequence that 
nearly thirty years’ experience has 
left a host of unsolved problems. 
These problems have been the sub- 
ject of extended public debate and 
scholarly inquiry. Accordingly, in 
this symposium, there has been little 
opportunity, indeed, little attempt, 
to break new ground. In a number 
of instances the articles published 
are restatements in the light of pres- 
ent-day developments and within 
limits set by editorial necessity—of 
views which the authors have al- 
ready expressed elsewhere. Without 
derogating from the value of the 
new material or the fresh treatments 
presented, it should be stated that 
the primary purpose of this sympo- 
sium is to exploit those advantages 
which accrue when the various facets 
of a subject are examined by a num- 
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ber of authors within a single work 
and when conflicting arguments and 
points of view are set in juxtaposi- 
tion.” 


YOUR INCOME TAX 

By J. K. Lasser, C.P.A. 
Simon & Schuster, New York 
1940—125 pages—$1.00 


This is the 1941 edition of a simi- 
lar publication issued annually by 
the same author since 1937. Mr. 
Lasser, a member of this Society, 
has prepared this booklet with the 
primary objective of assisting some 
of the 8,000,000 Americans who will 
file tax returns this year for the first 


time. It contains detailed instruc- 
tions on how to fill out tax forms, 
what deduction and exemptions are 
allowed, what credits may be taken, 
and what optional methods are avail- 
able for minimizing returns. Com- 
plete lists are furnished as a guide 
to items which taxpayers should in- 
clude and may exclude from gross 
income, as well as an explanation 
of the different deductions permitted 
for salaried men, professional men, 
business men and partnerships. All 
types of tax situations are analyzed, 
and the material provided should be 
sufficient to enable an individual to 
correctly file his return no matter 
in what capacity or business he is 
engaged. 














ELECTIONS 











The following is a list of applicants admitted to membership and 
associate membership in the Society and also associate members advanced 
to membership at a meeting of the Board of Directors held on November 14, 1940. 


Membership 
Adams, Herbert L., Buffalo, 
Comptroller, Buffalo Athletic Club, Inc. 
Appleby, Bertram Graham, 19 Rector Street, 
With Ernst & Ernst. 
Berk, Arthur, 161-19 Jamaica Ave., Jamaica, 
With Louis Jonas. 
Ebert, Louis J., 50 Broad Street, 
Of Ebert & Rosenthal. 
Evans, Stanley L., 19 Rector Street, 
Of Byrnes & Baker. 
Flesche, Howard Webster, 250 Fulton Ave., 
Hempstead, 
With Patterson & Ridgway. 
Ganser, Thomas Bradford, 60 E. 42nd Street, 
With Air Reduction Co., Inc. 
Goetke, John B., 261 Fifth Avenue, 
Asst. Comptroller, Bond Stores, Inc. 
Hiatt, Murray Tyndall, 19 Rector Street, 
With Hiram E. Decker. 
Hyman, Paul, 160-16 Jamaica Ave., Jamaica. 
Jones, Charles Everett, 19 Rector Street, 
With Ernst & Ernst. 
Kreher, Albert A., 2019 Liberty Bank Bldg., 
Buffalo, 
Of Watkins, Kreher & Strong. 


Linsky, Samuel A., 11 Park Place. 
McGinn, William, 56 Pine Street, 

With Price, Waterhouse & Co. 

Mehrtens, John William, 67 Wall Street, 

With C. A. Gall & Company. 

Mendelsohn, Joseph Herbert, 107 William St., 

Of Dunn and Mendelsohn. 

Miller, Philip, 10 E. 40th Street, 
Schapiro, Samuel, 485 Madison Avenue, 

With Columbia Broadcasting System, Inc. 

Schneider, George H., 90 Broad Street, 

With Lybrand, Ross Bros. & Montgomery. 

Seidman, Paul, 720 Terminal Building, 
Rochester, 

With New York State Dept. of Labor, 
Division of Placement & Unemployment 
Insurance. 

Shatel, Henry Holmes, 67 Broad Street, 

With Haskins & Sells. 

Singer, Ralph, 19 W. 44th Street, 

With Klein, Hinds & Finke. 

Stringer, Robert Nelson, 56 Pine Street, 

With Price, Waterhouse & Co. 

Weinstein, Charles Albert, 363 Seventh 
Avenue. 
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Elections 


Wiener, Matthew, 200 W. 34th Street. 


Wilkins, William Garrett, 90 Broad Street, 
With Lybrand, Ross Bros. & Montgomery. 
Woodcock, Horace Doten, Mayro Bldg., 
Utica, 
Of Forrest E. Ferguson & Company. 


Associate Membership 
Altman, Fred Leonard, 17 E. 42nd Street, 

With Harold W. Smith. 

Barniville, Robert Matthew, 51 Willoughby 
Street, Brooklyn, 

With Home Title Guaranty Co. 

Barrett, Charles F., 20 Exchange Place, 

With George Rossetter & Co. 

Bernstein, Irving, 152 W. 42nd Street, 

With Leo T. Abbe. 

Bezuyen, Nicholas, 58 Pine Street, 

With Discount Corporation of New York. 
Binkoff, Sanford, 111 Broadway, 

With Schapiro & Schapiro. 

Brown, Albert, 2 W. 45th Street, 

With L. A. Atz Company. 

Brown, Cecil Conrad, 2 Rector Street, 

With National Power & Light Company. 
Cusack, John Joseph, 18 Pine Street, 

With Chase National Bank. 

Engle, Charles Henry, 105 Hudson Street, 
Jersey City, N. J. 

With Colgate-Palmolive-Peet Co. 
Friedman, Irving, 2 Lafayette Street. 
Fuchsman, E. George, State Office Bldg., 

Albany, 

With N. Y. Dept. of Taxation & Finance. 
Gelber, Frank, 125 W. 45th Street. 

Greulich, Charles, 212 Fifth Avenue, 

With Sam Finkelstein & Co. Inc., of Va. 
Hailer, George W., 120 Broadway. 

Hillman, Robert E., 67 Broad Street, 

With Haskins & Sells. 

Hyland, Robert Joseph, 80 Centre Street, 

With New York State Banking Depart- 

ment. 
Kepner, Charles W., 105 
Jersey City, N. J., 

With Colgate-Palmolive-Peet Co. 

Klein, Louis Samuel, 410% Broad Street, 
Gadsden, Ala., 

Of Louis S. Klein & Company. 

Lavine, Sanford Eli, 701 Chamber of Com- 
merce Bldg., Syracuse, 

With Samuel Singer. 

London, Harold N., 1441 Broadway, 

With Freeman & Davis. 

Malcolm, David G., 210 Greenhill Avenue, 
Wilmington, Del., 
With The Utility Management Corp. 


Hudson Street, 


Marcus, Abraham, 125 Park Avenue, 
With S. D. Leidesdorf & Co. 
Moeller, John Seland, 80 Maiden Lane, 
With Touche, Niven & Co. 
Nemec, Frank A., 56 Pine Street, 
With Price, Waterhouse & Co. 
Newhouse, Harold Roy, 347 Madison Ave., 
With Apfel & Englander. 
Prior, Thomas J., 30 Broad Street, 
With R. G. Rankin & Co. 
Reck, Paul Ashley, 25 W. 45th Street, 
With W. C. Heaton and Company. 
Rosenbloom, Sam, 1450 Broadway, 
With A. Albert Greenspan & Co. 
Ruocco, A. Charles, 80 Centre Street, 
With New York State Banking Dept. 
Schaeffer, Emanuel, 1440 Broadway, 
With Fred Landau & Co. 
Schlossberg, Alexander, 1450 Broadway, 
With Apfel & Gamso. 
Sherman, Maurice C., 625 Greenwich St., 
With Harry Levi & Company., Inc. 
Shivers, Edward Allen, 122 E. 42nd Street, 
With A. E. Kondoleon. 
Siegel, David, 233 Broadway, 
With Roberts & Leinwander Co. 
Silver, Julius, 45 W. 45th Street, 
With J. B. Kass & Co. 
Wedemeyer, Arthur W., 56 Pine Street, 
With Price, Waterhouse & Co. 
Weisman, Norman J., 47 W. 34th Street, 
With Grossman & Gitter. 
Wolowitz, Moses, 1440 Broadway, 
With David Ehrman. 


Advancement from Associate Membership 
to Membership 
Conklin, Harold Steward, Jr., 56 Pine St., 
With Price, Waterhouse & Co. 
Goldberg, Louis, 1476 Broadway. 
Holberton, Robert Maynard, 56 Pine St, 
With Price, Waterhouse & Co. 
Janover, Richard John, 1501 Broadway, 
With Louis Sturz & Company. 
Kanis, Frank H., 125 Park Avenue, 
With S. D. Leidesdorf & Co. 
Kohleriter, Sidney, 6 W. 48th Street, 
With Helbros Watch Company, Inc. 
Leib, Charles Albert, 21 West Street, 
With Leslie, Banks & Co. 
Lockwood, Maynard W., 410 M. & T. Bldg., 
Buffalo, 
With Meech, Harmon, Lytle & Blackmore. 
Marcus, Sidney, 11 W. 36th Street. 
Porter, G. Addison, Jr., 56 Pine Street, 
With Price, Waterhouse & Co. 
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Reit, Edward Albert, 21 West Street, 
With Leslie, Banks & Co. 
Roemer, Leonard D., 4 Station Square, 
Rutherford, N. J., 
With Koenig & Van Epps. 
Rose, Edward, 610 Fifth Avenue, 
With L. Sedransk. 
Rosenberg, David L., 1441 Broadway, 
With Morris, Sherwood & May. 
Schulsinger, Israel, 32 Broadway. 


Spiegel, Louis A., 1275 Grant Avenue, Bronx. 


Stephens, George A., 1635 Marine Trust 
Bldg., Buffalo, 
With Amen, Surdam & Company. 
Surdam, Walter A., 1635 Marine Trust 
Bldg., Buffalo, 
With Amen, Surdam & Company. 


Watterston, Charles D., 110 E. 42nd Street, 
With Watterston and Company. 

Whitman, Robert Oliver, 165 Broadway, 
With Niles & Niles. 

Witt. Norman L., 155 E. 44th Street, 
With The Angostura-Wuppermann Corp. 


The number of members in the 
Society as of December 1, 1940 is as 
follows: 


MEMBERS). ciesieiiecerstens 3.336 
Associate Members...... 484 
AGE sc nits Gaacreeeeve ete 3,820 
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Summary of the First and Second Revenue Acts 
of 1940 with Particular Reference to the 
Excess- Profits Tax Imposed under 
the Second Revenue Act. 


By Dr. Joseru J. Kier, C.P.A. 


NOTICE from the printed pro- 

gram that I am to summarize the 
First and Second Revenue Acts of 
1940, with particular reference to the 
excess-profits tax imposed under the 
Second Act. Your chairman, Mr. 
Nicholas Salvatore, wrote me to ask 
that I should include in my remarks 
reference to Title III, which deals 
with the deduction for amortization ; 
and following a telephone talk with 
me, he wrote that he understood that 
I would “give the background of the 
excess-profits tax” and my “views of 
the philosophy of the excess-profits 
tax act of 1940.” Aside from the evi- 
dent ambiguity and the scope of my 
not too narrow assignment, the task 
presented to me is exceedingly sim- 
ple, especially in view of an admoni- 
tion that each of the speakers on this 
evening’s program should try to 
limit himself to 20 minutes! 

A further study of the printed pro- 
gram indicates that the more impor- 
tant provisions of the Second Reve- 
nue Act of 1940, with the exception, 
specifically, of amortization, have 
been apportioned among the other 
three speakers. I think too highly of 
all of them to say anything which 
might even remotely impinge on 
what they should tell us if they suc- 
ceed in doing the kind of job which 
we have been led to expect from 
them. 

Taxpayers have been understand- 
ingly apprehensive about the tax 
burdens to which they are now sub- 
ject. The recent announcement of 


the Secretary of the Treasury, which 
no reasonable person can say should 
have caused astonishment, adds to 
the apprehension because the bur- 
dens already imposed may conceiv- 
ably be increased retroactively to 
1940 by legislation enacted before 
next March. And it is well within 
the bounds of the possible that the 
law may be so amended, albeit un- 
fairly, as to impose on corporations 
having fiscal years the excess-profits 
tax on earnings which resulted from 
operations during months of 1940. 

I wish to make at least passing 
obeisance to my first love, philos- 
ophy. The philosophy of our federal 
scheme of taxation is hardly some- 
thing of which to be proud. Our sys- 
tem of taxation cannot be said to be 
altogether enlightened, wise, well- 
considered, economically safe, undis- 
criminatory and fair. No one group 
can be blamed for the existing 
hodge-podge for, in our democracy, 
only the people themselves, in the 
last analysis, are responsible for the 
existing unsatisfactory mess. 

Certified public accountants have 
been more intimately associated over 
a longer period of time with the ap- 
plication of tax laws to the affairs of 
taxpayers than any other group. 
Some 8,500 have been certificated by 
New York alone; about 5,700 of 
them are in active practice; about 
3,500 are on our membership roll. 
The Institute’s membership is over 
5,000. The time has come when ac- 
countants can no longer escape pub- 


Presented at the November, 1940 Meetings on Taxation of The New York State Society 


of Certified Public Accountants. 
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lic disapproval, to put it mildly, for 
failure loudly and insistently to pro- 
claim their views to the end that 
there be developed and adopted a 
saner and a safer system of taxation, 
—federal, state and local. No profes- 
sional group is better fitted for so 
indispensable a public service, and 
no professional group can approach 
the task more objectively. 

As early as 1920, when the House 
Ways and Means Committee was 
considering the bill which eventually 
became the Revenue Act of 1921, I 
suggested to the Committee that it 
would be well to create a commission 
of experts for the purpose of sub- 
mitting to the Congress a draft of a 
permanent revenue measure. I 
hoped that a bill could be drafted 
which could be made to meet vary- 
ing fiscal needs of the Government 
by mere change in rates. Vice-Presi- 
dent Garner, then leader of the mi- 
nority on the Committee, indig- 
nantly rejected the suggestion on the 
ground that I was advocating that 
Congress should abdicate its power. 
Since then many similar suggestions 
have been offered. The recurring re- 
visions of the revenue law have only 
too amply vindicated my fear of the 
urgent need of permanency in our 
tax law structure as well as the need 
of Congress for objective expert as- 
sistance. In 1939, Representative 
Treadway of Massachusetts intro- 
duced a Bill (H. J. Res. 35) provid- 
ing for the appointment of a quali- 
fied nonpartisan tax commission. I 
believe this action followed shortly 
after representations made by the 
Federal Tax Committee of the Amer- 
ican Institute of Accountants. Rep- 
resentative Treadway’s resolution 
was not acted upon but instead, the 
House passed a resolution instruct- 
ing its Ways and Means Committee 
to make a thorough study of internal 
revenue taxation during the 1939 re- 
cess. What a compromise! I trust 
that the appointment of a commis- 
sion of tax experts to perform the 


service originally advocated in 1920 
will not much longer be delayed. 
As early as 1921 Senator King of 
Utah proposed a tax revision council 
to study conflicting federal and state 
taxation. In 1932 President Roose- 
velt observed that the federal gov- 
ernment had been passing revenue 
legislation with altogether too little 
consideration for state taxing sys- 
tems, and that the states had fully 
reciprocated. So far, nothing has 
been done to ease the burden and the 
evil of such conflicting taxation. Sec- 
retaries of the Treasury, leaders in 
the Senate Finance and in the House 
Ways and Means Committee, high 
fiscal officials in state governments 
have recognized the evil, but remed- 
ial action is yet to appear. 
Everyone of us has observed the 
recklessness with which appropria- 
tion bills are offered. The time is 
near, | hope, when by Congressional 
action appropriation bills will no 
longer be considered unless they con- 
tain provision for the financing of 
the recommended disbursements. 
Hard cases make bad law. Emer- 
gency needs sometimes create harsh 
and unwise legislation. This is sig- 
nificantly true in tax legislation. The 
latest evidence in point is the Second 
Revenue Act of 1940, not to mention 
its immediate predecessor. Another 
trend or tendency to be noticed in 
federal legislation is the fact that 
while many legislators pay lip serv- 
ice to the unfairness of retroactive 
tax legislation, recurring revenue 
bills ignore the pious protestation. 
It is bad and inexcusable enough to 
be confronted with a tax law enacted 
in the tenth month of the year, retro- 
active to the beginning of the year, 
imposing a so-called excess-profits 
tax with rates as high as 50%; but 
there is no justification, no need and 
no possible moral sanction for threat- 
ening to increase the already high 
corporate and individual rates by leg- 
islation in 1941 retroactive to the be- 
ginning of 1940. Is it not time for 
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Congress to realize that in a democ- 
racy, legislators are the servants, 
and not the masters, of the people, 
and that decencies in human rela- 
tions are not lightly to be ignored, 
even in legislation? 

What was the tax philosophy 
which motivated the framers of the 
First Revenue Act of 1940? The 
answer is found in the report of the 
Ways and Means Committee. 

(1) To raise more revenue and to 
increase the Treasury’s borrowing 
power, both because of national de- 
fense. 

(2) To increase the number of in- 
dividual taxpayers. 

[About 3,150,000 individual tax re- 
turns, indicating tax liability, were 
filed for fiscal year ended June 30, 
1939 ; although 6% million individual 
returns were filed. | 

(3) Reduction in personal exemp- 
tion from $1,000 to $800 and from 
$2,500 to $2,000, respectively, was esti- 
mated to increase number of returns 
by about 1,400,000. To quote from 
the Committee’s report, the purpose 
of its recommendations was: “To 
enable a larger proportion of our citi- 
zens to participate in .. . providing 
an adequate national defense than 

. ever... before, that there shall 
not be an opportunity for the crea- 
tion of new war millionaires or the 
further substantial enrichment of al- 
ready wealthy persons because of the 
rearmament program.” Realization 
of the last two items on this program 
was left to the Second 1940 Act. 

What was the philosophy which 
motivated the framers of the Second 
Revenue Act of 1940? The Ways 
and Means Committee Report which 
accompanied the First Bill fore- 
shadowed the excess-profits tax and 
amortization provisions of the Sec- 
ond Bill. The answer: 

(1) To raise substantial additional 
revenue 

(2) To prevent creation of war 
millionaires 


(3) To encourage industry to co- 
operate in national defense. 


You may find “loopholes” in the 
law, but do not be too sure of tax- 
escape schemes. I need hardly warn 
you on this scere because tax prac- 
titioners have become accustomed 
to judicial jolts since the high court’s 
decision in Gregory v. Helvering. Even 
chronically pugnacious litigants have 
learned a revised version of “discre- 
tion is the better part of valor,” with 
the result that settlements are made 
which, in another day, would never 
have been countenanced. Ata recent 
meeting in Washington a govern- 
ment official, undoubtedly without 
malice aforethought, casually ob- 
served that “the Supreme Court had 
about began to pay its way!” 

Before I proceed to the sketchiest 
of summaries of the two 1940 Acts, 
permit me another observation. I 
trust that the time is not far distant 
when consideration of taxation will 
be the concern not of general meet- 
ings, with attendance of over 1,500, 
as tonight, but of small technical 
sections of our group, as in the case 
now of such matters as real estate 
accounting, municipal accounting, 
etc., etc. When that point in our pro- 
fessional development is_ reached, 
meetings of the entire membership 
will be convened to consider such 
topics as (1) fundamental problems 
in federal taxation, (2) correlation 
between federal, state and local tax- 
ation, (3) fiscal policies of govern- 
ment. Even now such sessions as 
tonight’s are hardly needed by the 
great majority of our membership. 
It strikes me that the large attend- 
ance is due in part to a habit that 
was started years ago when Col. 
Montgomery and I used to entertain 
you when what you needed was 
really instruction; but now, when 
you are no longer in need of guid- 
ance, the Committee insists upon 
bringing you heavy fodder in the 
form of ponderous tomes by Cooper 
et al when, both because of the stress 
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of unsettled times and the heavy 
labors in which you are engaged, 
light treatment would evidence sym- 
pathetic understanding on the part 
of the Federal Tax Committee. 

Early in 1939, as of February 10, 
1939, the Internal Revenue Code 
went into effect. It brought together 
all of the then existing statutes of a 
general and permanent nature relat- 
ing exclusively to internal revenue in 
force on January 2, 1939. This codifica- 
tion was the first of its kind in about 65 
years and, although the codification 
necessarily crystallized the hodge- 
podge which then constituted federal 
internal revenue taxation, it was a 
step in the direction of relative sim- 
plicity and permanence. That very 
same year, however, Congress en- 
acted the Revenue Act of 1939, 
which amended the Code, and this 
year the Code has already been 
amended twice, once by the Revenue 
Act of 1940, approved June 25, 1940, 
and again by the Second Revenue 
Act of 1940, approved October 8, 
1940. Congress is already well on its 
way to uncodify the Code. 

The 1939 Act eliminated the final 
remnant of the undistributed profits 
tax and fixed the rate on corpora- 
tions with net incomes in excess of 
$25,000 at 18%. While the Act be- 
came law during the middle of 1939, 
this corporate rate was not to go into 
effect until the following year. Con- 
gress was apparently avoiding retro- 
active tax legislation, but the first 
1940 Act supplanted the provision 
just referred to in a manner to which 
[ shall refer in a few moments. The 
features of the 1939 Act are familiar 
to all of you and I wish now merely 
to remind you of the commendable 
two-year “net loss carry-over” pro- 
vided in Section 122 and the provi- 
sion universalizing the privilege of 
inventorying on the “last-in first- 
out” method. (Section 22 (d) of the 
Internal Revenue Code.) 

The principal features of the First 
Revenue Act of 1940 (and here I re- 


spond specifically to one of my as- 
signments on the printed program) 
are as follows: 

(1) Radical increase in the sur- 
tax rates on net income of noncor- 
porate taxpayers within the brackets 
up to $100,000. 

The increase in surtax on net in- 
comes between $44,000 and $56,000 
is 13%; that is, from 27% to 40% on 
surtax net incomes between $44,000 
and $50,000 and on surtax net in- 
comes between $50,000 and $56,000 
from 31% to 44%, equivalent to an 
increase of 48% and 42% respect- 
ively. These increases are quite un- 
conscionable, but very little general 
protest has been heard. 

(2) Personal exemptions were re- 
duced from $1,000 to $800 and from 
$2,500 to $2,000, respectively. 

(3) The normal tax rate on cor- 
porations was increased 1% in each 
bracket to a maximum of 19% on 
corporations with net incomes over 
$25,000. 

(4) All income taxes, the old ex- 
cess-profits tax (the present ‘de- 
clared value excess-profits” tax), 
capital stock tax, estate and gift 
taxes, for a period of five years be- 
ginning in 1940, were increased by 
10%—the so-called five year defense 
tax. You will recall the limitation 
on this increase, expressed as 10% 
of the excess of the net income over 
the tax without the 10% increase. 
(Tonight, we are not particularly in- 
terested in excise taxes which, in 
some instances, were increased by 
much more than 10%.) i 


We now come to the summary of 
the Second Revenue Act of 1940, an- 
other of my specific assignments. It 
consists of seven “titles.” I note that 
I am to summarize the Second Act 
“with particular reference to the ex- 
cess-profits tax.” This emphasis by 
the program-maker must have been 
unintentional, because he could not 
have meant to imply that Messrs. 
Cooper, Ashbaugh and Seidman 
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Summary of the First and Second Revenue Acts 


would do less than a complete job 
with the assignment apportioned 
among them. 


Title I 


Title I consists of about 200 words. 
It is far from easy reading. For the 
purpose of my summary it will suffice 
to say that the principal feature of 
Title I is an increase in maximum 
corporate normal tax to 22.1%, so 
that for the five defense tax years the 
maximum rate, including the defense 
tax, is 24%. This increase is retro- 
active to the beginning of 1940, so 
that the rates under the 1939 Act, as 
well as the increase under the First 
Revenue Act of 1940, never became 
effective. In the case of “resident’’ 
foreign corporations engaged in do- 
mestic trade or business or having 
an office or place of business in the 


United States, the rate is 22.1%. 


Title II 


Title II is the new excess-profits 
tax. I donot know what to say about 
this title without risking anticipating 
the papers of Mr. Cooper and Mr. 
Ashbaugh. I am sure that they will 
make your task of interpretation and 
application easier than if you had to 
wrestle with the job of interpreta- 
tion by yourselves. I do not doubt 
that each of you would eventually 
arrive at like conclusions through 
your own efforts, but I know that 
you will be grateful to Messrs. 
Cooper and Ashbaugh for their con- 
tribution to your enlightenment. 

Perhaps you will permit me three 
observations regarding the excess- 
profits tax. It is not about the com- 
plicated language—though [ could 
hold forth on that; it is rather about 
these three items: (1) the nature 
of the impost; (2) the matter of 
election by taxpayers as to whether 
to employ the “average earnings” 
method or the “invested capital” 
method; and (3) special relief pro- 
visions. 


(1) Nature of the tax: 

While the levy is called an excess- 
profits tax, it is really a tax, under 
the first method, on the increase of 
earnings during the taxable year 
over the average earnings of a period 
which, in many instances, do not 
really constitute a fair basis on which 
to calculate so-called excess earnings. 
On the basis of the second method, 
the rate of return, in many instances, 
may be less than fair for the pur- 
poses of imposed additional taxes 
which range from 25% to 50%. An 
excess-profits tax, and indeed high 
income taxes, should be levied on 
true net income, and true net income, 
in nearly every case of industrial 
operations, is impossible of ascer- 
tainment on the basis of a 12-month 
period. Except during a relatively 
brief period of time since 1918, Con- 
gress has recognized this fact througn 
provisions for the carrying over of 
net losses. The 1939 Act, as you will 
recall, provides a carry-over of net 
losses for two years. In the com- 
putation of net income under the 
1940 Acts, prior net losses are allowed 
as deductions. In the computation 
of “the excess-profits net income,” 
the starting point is the “income tax 
net income”; and as the statutory ad- 
justments, which Messrs. Cooper and 
Ashbaugh will explain, do not relate 
to net loss carry-over, such carry- 
over is effective both for corporate 
income and excess-profits taxes. This 
is as it should be. Need I add that 
the carry-over to which I refer is not 
the specific carry-over of the unex- 
hausted excess-profits credit avail- 
able to corporations with net income 
of less than $25,000, provided in Sec- 
tion 710(b) of the Second Revenue 
Act of 1940? 


(2) Election of method: 

Title II, in virtue of Section 712(a), 
permits enumerated taxpayers to 
elect to compute the excess-profits tax 
by either the average earnings method 
or the invested capital method. Such 
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election is available only in the case 
of timely returns and there is no 
occasion for election where the cur- 
rent excess-profits net income is not 
in excess of $5,000 because of the 
specific exemption of that amount. 
Where an election is not made and 
the income is revised later by the 
Commissioner, failure to elect re- 
stricts the taxpayer to the invested 
capital method. When Congress ad- 
dresses itself to the task of revising 
the Second 1940 Act, one of its first 
tasks should be to substitute for the 
election, because of the potentially 
drastic consequences of an unwise or 
uninformed election, a provision that 
the excess-profits tax shall be the 
lower amount determined by the use 
of the two methods. 


(3) I shall refer to the relief pro- 
visions, briefly, in my concluding re- 
marks. 

Title III 


Title III deals with amortization. 
I discussed this subject at the Octo- 
ber meeting of the Trade and Com- 
merce Bar Association. Some of you 
were present. I understand that my 
paper is to be printed in the proceed- 
ings of the organization. Perhaps 
that fact would justify my skipping 
the topic now. Since I presented 
my views, T.D. 5016 was promul- 
gated under date of October 28, 1940. 
If any of you indicate a special in- 
terest in amortization I shall be glad 
to respond to your wishes. For the 
moment let me make several obser- 
vations: 

(1) The provision for a maximum 
amortization—really depreciation— 
deduction of 20% per annum 
(except in the case of an early 
termination of what is known as the 
“emergency period”) is, in effect, 
much ado about nothing. Defense 
needs will undoubtedly create de- 
mands for double and triple labor 
shifts and full-time operation extend- 
ing through six and perhaps seven 
days per week. The increased na- 


tional income will have repercussions 
in many directions, even extending 
to non-defense industries which may 
find it necessary or desirable to oper- 
ate plants on over-time schedules. 
Even under the Treasury’s existing 
depreciation policy, permissive rates 
applied to super-normal operations 
might well increase net depreciation 
allowances to a point up to and even 
beyond the 20% maximum amortiza- 
tion deduction allowance. In making 
this observation I do not mean to 
overlook the fact that the amortiza- 
tion provision in the new law ex- 
pressly encompasses an allowance 
for land used as an “emergency 
facility.’’ 

(2) At the Trade and Commerce 
Bar meeting I spent a few minutes 
on the concluding subsection of Sec- 
tion 124, the one which deals with re- 
imbursement by the United States. 
I made an observation at that time 
which I shall now repeat because 
nothing that has intervened has 
caused me to change my view. 

Subsection (i) deals with the 
treatment of reimbursement received 
from the United States for all or a 
part of the cost of an emergency fa- 
cility because of a contract with the 
United States, which (1) provides 
either specifically for direct reim- 
bursement or (2) indirectly because 
the price paid by the United States, 
pursuant to the contract, provides a 
return to the “contractor” for exces- 
sive wear and tear. I shall not stop 
to discuss the system of certification 
provided in Title II, but I should say 
that the amortization provided in 
that subsection is not to be allowed 
as a deduction unless either of two 
certificates is obtained from the Ad- 
visory Commission to the Council of 
National Defense and either from the 
Secretary of War or the Secretary 
of the Navy. It is the second of these 
two certificates which intrigues me. 
If such a certification is made to the 
Commissioner of Internal Revenue 
to the effect that, under the contract 
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Summary of the First and Second Revenue Acts 


with the United States, “reimburse- 
ment of all or a part of the cost of 
any emergency facility is not pro- 
vided for’ within the provisions of 
the contract, such certificate shall be 
conclusive. It would appear that if 
such a certificate is obtained, al- 
though it contradicts the express 
terms of the contract, nevertheless 
the contractor-taxpayer is entitled to 
amortization and the Commissioner 
of Internal Revenue is bound by the 
certificate despite the obvious contra 
facts. 

(3) At the Trade and Commerce 
Bar meeting, and several times since 
then, I have met with persons who 
were under the impression that the 
amortization deduction was avail- 
able only to taxpayers who have con- 
tracts with the United States Gov- 
ernment and, in several instances, 
the belief was that such contracts 
had to be with either the Navy De- 
partment or the War Department. A 
study of Title III does not justify 
such view. It would appear that the 
amortization deduction,—the  in- 
tended accelerated depreciation priv- 
ilege—is available to all corpora- 
tions which acquire, own, or use the 
emergency facility provided the nec- 
essary certificate is obtained. Unlike 
the corresponding provisions in the 
1918 and 1921 Acts, which was avail- 
able to corporate as well as to non- 
corporate taxpayers, the present Act 
extends the privilege only to corpo- 
rate taxpayers. I am confident that 
if it is found that partnerships and 
sole proprietorships require the priv- 
ilege, Congress will provide the nec- 
essary amendment because it is un- 
thinkable that the legislators should 
deliberately be willing to discrimi- 
nate against any group or class of 
taxpayers. 


Title IV 
Our experience with the 1940 Acts 
parallels the national experience 


with revenue legislation preceding 
our entry into the World War. 
Then, too, as now, Congress sought 


to limit profits from defense activi- 
ties; then, too, as now, when the 
need for defense became keener, 
Congress eliminated statutes which 
tended to delay or halt production of 
defense materials. In line with the 
desire to smoothen the path for pro- 
duction of defense facilities, Title IV 
suspends the Vinson-Trammell Act 
limiting profits on naval contracts 
and the Merchant Marine Act ap- 
plicable to sub-contractors. One of 
the avowed purposes of the provi- 
sions (Section 401 and Section 402) 
is to equalize the excess-profits tax 
burden of all corporations. 


Title V 


Title V embraces a complicated 
and very important series of amend- 
ments which deal with earnings and 
profits of corporations. The term 
“earnings and profits,” while em- 
ployed in preceding revenue acts, 
had never been defined, and the ex- 
pression had been in issue in a num- 
ber of important cases before the 
3oard and the courts. The amend- 
ments are retroactive to 1913. I am 
confident that Mr. George E. Cleary, 
to whom this topic has been as- 
signed, will, with characteristic thor- 
oughness, make a valuable contribu- 
tion to our discussions, and I sin- 
cerely trust that all of you will be 
privileged to listen to him tomorrow 
evening. 

The virtue of the amendments is 
the attempt to clarify a situation 
which has become increasingly con- 
fused. 


Title VI 


This title is of no special concern 
to us tonight. 


Title VII 


In passing, I might observe that 
none of you will overlook taking ad- 
vantage of a privilege to decrease 
federal unemployment taxes of your 
clients, which is provided in Title 
VII. The deadline for taking ad- 
vantage of the privilege, which ap- 
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plies to the federal unemployment 
taxes for 1936, 1937, 1938 and 1939, 
is December 7, 1940, about three 
weeks away. 

Conclusion 

Awareness of ignorance may be 
said to be the beginning of knowl- 
edge. Realization by legislators that 
a bill about to be enacted into law is 
defective, may be the prelude to 
saner and wiser legislation. But let 
us not put too much stock on such 
wistful wishing. We have learned 
that there is always danger when 
a tax bill is to be amended in a cer- 
tain particular that limitations will 
be abandoned and a Roman holiday 
declared, when all sorts of attacks 
are in order. That danger will have 
to be faced because some amend- 
ments to the structure of the Act 
cannot be avoided. 

In connection with a number of 
the provisions of the Second Rev- 
enue Act of 1940, it is of record that 
changes are contemplated. Thus, for 
example, Congress appears to ap- 
preciate that the limited carryover of 
unused excess-profits tax credits, 
now available only to corporations 
with normal tax net income of not 
more than $25,000, is inadequate. It 
is understood that expert technicians 
associated with the Joint Congres- 
sional Committee and with the 
Treasury are engaged in the task of 
exploring the subject. Can there be 
any diversity of opinion among pro- 
fessional accountants that the provi- 
sion should be extended both as to 
the period of carryover and as to the 
application to all taxpayers subject 
to the excess-profits tax? 

In connection with another provi- 
sion of the law, namely, the sections 
dealing with relief (Sections 721 and 
722), experts associated with the 
Treasury and with the Joint Con- 
gressional Committee pursuant to 
instructions from the legislators, are 
engaged in the task of redrafting the 
general relief section (Section 722). 


The specific relief provided in Sec- 
tion 721 was intended to meet hard- 
ship cases that caine to the attention 
of the Senate Finance Committee. 
Such specific relief makes for com- 
plexity in draftsmanship and there is 
the danger that because relief is spe- 
cific in its terms, failure to come 
within the express statutory lan- 
guage would deprive deserving cases 
of the relief that should have been 
included. On the other hand, Sec- 
tion 722 is general, and if it is wisely 
administered can be a source of real 
and deserving relief. The fact that 
Congress is dissatisfied with the gen- 
erality of 722 is an index to the tax 
philosophy motivating the  legis- 
lators. Consider for a moment the 
comparable provisions in both the 
British and Canadian excess-profits 
tax case. There no attempt is made 
to provide for specific cases, but wide 
discretion is vested in the tax ad- 
ministrators. I refer, for instance, 
to the British Finance Act of 1940, 
Section 27(2). In that Act, excess- 
profits are defined as those in excess 
of standard profits. The statutory 
provision is that where the standard 
profits are so low that it would be 
unjust to use them as a basis from 
which to determine excess profits, 
the Commissioners of Inland Reve- 
nue “may direct that the standard 
profits for a full year shall be ascer- 
tained as if the profits of the stan- 
dard period were of such amount or 
greater amount as they think just.” 

Commencing with April 1 of this 
year, the British Act provides an 
excess-profits tax of 100%, which re- 
places the prior levy of 60%. The 
corresponding impost under the Ca- 
nadian Act is 75%. When consid- 
eration is given to the more realistic 
British approach to the determina- 
tion of true excess-profits, the Brit- 
ish burden is not as much severer 
than ours as at first blush would ap- 
pear. Our present combined maxi- 
mum corporate excess-profits tax 
and income tax rate is 62%. Because 
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of differences in exemption and meth- 
ods in calculation, this maximum 
rate creates a tax burden which is 
not much less than the correspond- 
ing maximum burden of 82.4% under 
our World War profits, excess-prof- 
its and income tax rate. And as to 
individuals, the old war maximum 
rate of 77% is to be compared with 
the present maximum rate of 81.1%. 

The new act, in Section 730, pro- 
vides for the use of consolidated re- 
turns by affiliated groups of corpo- 
rations. This is one of Mr. Seid- 
man’s topics. While there should 
be universal approval of the provi- 
sion in subsection (b) vesting in the 
Commissioner wide authority for the 
promulgation of regulations, this 
cannot be said of the proviso in sub- 
section (a), which is similar to a pro- 
vision in a predecessor act, that the 
privilege of filing consolidated re- 
turns shall be conditioned on con- 
senting to all the pertinent regula- 
tions of the Commissioner. It is 
submitted that it is unfair to demand 
that a taxpayer should give up ordi- 
nary legal rights in order to be privi- 
leged to file a return in the manner 
which is really necessary to reflect 
true income. The condition should 


be eliminated at the earliest oppor- 
tunity. 

In Section 722 of the Second 1940 
Act, there is express provision grant- 
ing the right of the taxpayer to ap- 
peal to the Board from decisions of 
the Commissioner as to relief ad- 
justments. So far in my study, I do 
not believe that the express proviso 
is necessary because it seems to me 
that the taxpayer’s right to petition 
the Board with respect to any in- 
come or profits tax is too well estab- 
lished to create any doubt as to the 
existence of such right. 

I conclude by observing that there 
is universal recognition that increas- 
ingly heavy defense expenditures 
cannot be avoided, and there is al- 
most equally universal resignation 
to increasingly heavy tax burdens. 
Such tax paying spirit should evoke 
from lawmakers every legitimate ex- 
ertion to the following ends: (1) 
that discrimination among taxpay- 
ers be avoided; (2) that “normal” 
profits should not be taxed as “ex- 
cess” profits; (3) that in all worthy 
exceptional circumstances relief 
should be positive and quick. These 
ideals, it is submitted, were not at- 
tained in the Second Revenue Act 


of 1940. 
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Excess-Profits Net Income and Tax under 
Income Credit Method 


By WALTER A. Cooper, C.P.A. 


FOREWORD 


OW that you have the general 

pattern of the law in mind, it 
becomes my contribution to this eve- 
ning’s headache to expound, in more 
detail, the income and income ex- 
emption phases of the excess-profits 
tax subchapter. 

Though we call it an excess-profits 
tax, we can never have a tax levied 
on true excess-profits until we are 
prepared to and do recognize two 
fundamental principles relating to 
income. 

First, the tax should be levied on 
the basis of the average income over 
a period of years and not the income 
of each separate year. We know that 
except in very isolated cases busi- 
ness income fluctuates materially 
from year to year, and excess-profits 
are not earned unless the average 
income over a period exceeds an ac- 
ceptable “norm”. As a matter of 
fact, the present law requires the use 
of average income for measuring the 
base earnings, yet it refuses to per- 
mit this average measure to be ap- 
plied against average income. 

Second, we must recognize that 
when some prior period is used as a 
base measure, there should be some 
latitude in the selection of the prior 
period, and all taxpayers should not 
be required to use the income of the 
same limited period. This for the 
reason that we also know full well 
that industries of all types do not 
operate the same during all years. 
During certain periods, for example, 
the so-called consumer goods or 
short-term prospect industries such 
as merchandising, automobiles, etc. 
operate at a considerably higher 
level than the so-called heavy indus- 


tries. Furthermore, businesses of all 
types go through certain periods of 
development, rehabilitation or re- 
development, and should the per- 
mitted base-period apply to a com- 
pany when it is in that stage, the 
results, obviously, are not normal. 

Furthermore, the extreme haste 
with which this law was developed, 
particularly as its form changed so 
frequently during the gestational 
period, now leaves us with many am- 
biguities and uncertainties. What I 
will tell you will probably leave you 
with more open questions than you 
had in your minds before I started. 
I expect to suggest many of them, 
and perhaps the members of our 
Federal Tax Committee, apparently 
well supplied with books, will under- 
take to answer them. 

If these uncertainties cannot be 
disposed of now, it is all the more 
important that we keep them in 
mind, and particularly that our cli- 
ents be made aware of the doubts. 
Perhaps, also, bringing them out in 
the open may lead the administra- 
tion to take steps to clear them up. 

To facilitate my discussion, I have 
had prepared a chart, a copy of 
which each of you should have, 
showing in columnar form the three 
income computations to which the 
adjustments may or may not apply. 
Illustrative figures have been in- 
serted to bring out more forcefully 
the extent to which “excess-profits 
net income”, in the base and current 
years, may differ from what we look 
upon as net income for income tax 
purposes. 

As a matter of fact, this chart may 
well be used as a form of working 
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sheet in actual practice and is being 
so used in my own firm’s offices. We 
have had our stenographic depart- 
ment type on our working sheet 
paper everything appearing on the 
chart except the figures or the word 
“none”. Those spaces are left blank, 
to be filled in, in each case, with the 
word “none”, or the appropriate fig- 
ure. It is described A” 
to distinguish it from other forms 
which may be necessary. 


“Form 


as 


Furthermore, you will note that it 
does not follow statutory form or 
order and includes some items not 
specifically mentioned in the Statute 
—but indirectly required if we adopt 
as our starting point—which we 
must—figures taken from the tax 
returns. 


The base period: 


In the chart the base period shows 
four years which are headed 1936, 
1937, 1938 and 1939. That will be the 
usual situation, but in some cases, by 
reason of changes in fiscal periods, 
the base period might include more 
or less than 48 months. Specifically, 
the base period covers all taxable 
years or periods beginning after De- 
cember 31, 1935, and before January 1, 
1940. Thus, a corporation which used 
a fiscal year ending November 30th 
until, for instance, November, 1936, 
and then changed to a calendar year 
accounting period, would have in its 
base period the one month ended 
December 31, 1936, and the calendar 
years 1937, 1938 and 1939, a total of 
only 37 months. On the other hand, 
if a taxpayer used a calendar year 
accounting period until December 
31, 1935, or later, and during the base 
period changed to a fiscal year end- 
ing November 30th, it would have in 
its base period the eleven months 
ended November 30, 1936, and the 
four twelve-month periods ended 
November 30, 1937 to 1940, inclusive, 
or a total of 59 months. 


Tax under Income Credit Method 


Treatment of doubtful items: 


At the moment there are some un- 
certainties of interpretation which 
will be pointed out. It is not con- 
sidered desirable to express personal 
views at this time as the Regula- 
tions have not been issued. Fre- 
quently when several interpretations 
are possible, the one adopted by the 
administrative authorities acquires 
the force and effect of law. Further- 
more, the law may be amended retro- 
actively to dispose of some of them. 
Hence, it is too to express 
proper opinions on these doubtful 
matters. 

In the preparation of tax returns 
the treatment most favorable to the 
taxpayer should be adopted. How- 
ever, if the election to use either the 
income or invested capital exemp- 
tion method should or may turn on 
the treatment of the uncertain item, 
then the particular problem should 
be brought up for careful and de- 
tailed study in the light of such rul- 
ings or regulations as may have been 
promulgated. It probably will be 
desirable in such cases to defer filing 
the return, by obtaining an extension 
for filing same, until a considered 
conclusion can be reached or an offi- 
cial ruling obtained. 

With these preliminaries 
cussed, each item shown on 
“A” will now be explained. 


soon 


dis- 
Form 


(1) Income (or Loss) as shown on 
Forms 1120: 

3ecause of differences in tax forms 
and statutory terminology during 
the base period, the final line in the 
“Adjusted Net Income Computa- 
tion” on page 1 of the 1938 and 1939 
returns (Line 32) and the corre- 
sponding figure shown in the 1936 
and 1937 returns (specified by line 
number) have been taken the 
most convenient starting point for 
the computation of “excess-profits 
net income”. 

This figure is equal to “net in- 
come” as defined in Sec. 21, less the 


as 
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amount of the credit for interest on 
certain Government bonds provided 
in Sec. 26(a), but before deducting 
the credit for 85% of dividends on 
stocks of domestic corporations. 
Particular attention is drawn to 
the footnote reading as follows: 
“Reference to ‘returns’ means 
Federal income tax returns as re- 
vised upon examination by the 
Bureau, or as corrected, if errone- 
ous but not audited or amended, 
whether or not adjustment of tax 
liability is barred by the Statute of 
Limitations.” 


(2) Amount of net capital loss (if 
any) shown by return, elimi- 
nated as a starting basis: 

The law does not require elimina- 
tion of all capital gains and _ losses. 
However, it does require that the 
amount of such gains and losses, for 
the base period, be recomputed as 
though the provisions of Sec. 23(g)- 
(2), 23(k)(2), and 117 of the In- 
ternal Revenue Code, as amended to 
October 8, 1940, had been part of the 
law in each of the years in the base 
period, and then requires that certain 
other adjustments and eliminations 
be made. For this reason, it is con- 
sidered more convenient in setting 
up the Form to provide that all capi- 
tal gains and losses, in the returns 
filed for the base period, first be elimi- 
nated, and then adjustments to net 
income made to give effect to the 
provisions of the new law concern- 
ing what have been defined as capital 
gains and losses under the Revenue 
Acts from 1936 to date. This item 2 
takes care of net losses and item 17, 
to be later discussed, takes care of 
net gains. However, for the current 
taxable year, the return for which is 
based on the existing Internal Rev- 
enue Code, it is simpler not to make 
such elimination, but merely to make 
the proper adjustments to Jetermine 
excess-profits net income. In this 
connection, it is to be remembered 
that the treatment of capital gains 


and losses in returns for the years 
beginning after December 31, 1939, 
for normal income tax purposes, is 
radically different from that for the 
year 1939 as well as in prior years. 
The 1939 change in Sec. 117, Internal 
Revenue Code, relating to the treat- 
ment of capital gains and losses in 
the case of corporations, was made 
applicable only to taxable years be- 
ginning after December 31, 1939. 
The effect of these changes will be 
pointed out in connection with the 
several items in Form “A” 


(3) Net Long-Term Capital Loss 
(determined under Sec. 117): 

Since all net capital gains and losses 
for the years in the base period are 
eliminated by Items 2 and 17, no fur- 
ther adjustment is necessary to elim- 
inate any “net long-term capital 
loss” for those years. However, since 
a corresponding elimination is not 
otherwise provided for in Form “A” 
for the current taxable year, it is 
necessary to eliminate the net long-term 
capital loss of the current taxable year. 
In the example illustrated in Form 
“A”, it is assumed that the corpora- 
tion has a long-term capital gain (see 
Item 18) and, therefore, no amount 
on this account is shown for Item 3, 
but if the result had been a long-term 
capital loss it should be added back 
here to net income. 

By way of further explanation, it 
is to be noted that under the Code 
presently applicable capital assets, 
by definition, do not include assets 
used in a trade or business of a type 
subject to depreciation, and long- 
term assets are those held for more 
than eighteen months. This adjust- 
ment, therefore, refers to property, 
other than depreciable assets or in- 
ventories, held for more than eight- 
een months. 


(4) Stocks becoming worthless (tax- 
able periods beginning before 
January 1, 1938 only): 
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(5) Bonds becoming worthless (tax- 
able periods beginning before 
January 1, 1938 only): 

Under the law in force for taxable 
years beginning after December 31, 
1937, losses through worthlessness 
of stocks and bonds are treated as 
losses on sale or exchange of capital 
assets, either long-term or short- 
term, depending upon the length of 
time that the securities had been 
held as of the close of the year of worth- 
lessness. Hence, for the years starting 
after December 31, 1937, including 
the current taxable year, such losses 
have been (or should have been) 
included in determining the amount 
of the net long-term and short-term 
capital gain or loss shown by the 
returns, and no adjustment is re- 
quired with respect thereto. How- 
ever, for 1936 and 1937, such losses 
were allowable as “ordinary” losses, 
deductible in full, and should not 
have been reflected in the return as 
part of the net capital gain or loss. 
If the return was correctly prepared 
in that respect, an adjustment is re- 
quired for taxable periods beginning 
before January 1, 1938, to add back 
such losses as were deducted in full. 

For the purpose of this adjust- 
ment, see Sec. 23(g)(3) and 23(k)- 
(3) of the Code for a description of 
the types of stocks (or rights) and 
bonds included. 

In some 1936 and 1937 returns, it 
was not important to distinguish be- 
tween losses resulting from sale or 
exchange or losses resulting from 
worthlessness, and losses of the lat- 
ter type may have been included in 
the capital gain or loss schedule, so 
care should be exercised to’ see that 
this adjustment is not duplicated in 
adjustments (2) or (17) relating to 
net capital gains or losses shown by 
the returns. 

Furthermore, bond losses may 
have been shown in returns as Bad 
Debts. Hence, that deduction should 
be examined for possible adjust- 
ments. 


(6) Net short-term capital gain (de- 
termined under Sec. 117): 

Under Sec. 117, as now in force, 
the amount of a net short-term capi- 
tal gain (on capital assets which do 
not include depreciable assets held 
eighteen months or less) for the cur- 
rent taxable year is to be included 
in income subject to normal tax as 
well as the new excess-profits tax. 
As such gain is included in net in- 
come (Item 1) no adjustment is re- 
quired for the current taxable year. 
However, for the years in the base 
period, since all capital gains shown 
by the applicable returns have been 
eliminated by adjustment (2), it is 
necessary to restore or add back the 
amount of any net short-term capital 
gain. A net short-term capital loss 
is not deductible during any year. 

It is also important to bear in 
mind that losses through worthless- 
ness of bonds and stocks held eight- 
een months or less, at the close of 
the year of worthlessness, are to be 
taken into account in determining 
the net short-term gain. 

For 1940 computations the carry 
forward of net short-term capital 
losses against short-term capital 
gains of the succeeding year is dis- 
regarded in computing base period 
income. However, for 1941, when 
such carry forward will be permitted 
for normal income and thus 1941 
excess-profits net income purposes, 
the base period income must be re- 
computed if a short-term capital loss 
in any year is followed by a short- 
term capital gain in the succeeding 
year. 


(7) Net gains on sales or exchanges 
of depreciable property held not 
more than eighteen months 
(taxable periods beginning be- 
fore January 1, 1938 only): 

Under the excess-profits tax law, 
gains resulting from the sale or ex- 
change of depreciable assets held 
eighteen months or less are to be 
included in income for both the base 
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period and the current year. In tax 
returns for periods beginning on or 
after January 1, 1938, depreciable 
assets were not regarded as capital 
assets and, hence, the gain on the 
sale or exchange of such assets has 
been included in the net income with 
which Form “A” starts (Item 1). 
However, taxable periods starting 
before January 1, 1938, are covered 
by the 1936 and 1937 Revenue Acts 
under which depreciable assets were 
regarded as capital assets. Inas- 
much as adjustment (17) provides 
for eliminating the net capital gain 
on such assets during those vears, 
it is necessary under this form to 
add back the gain from the sale or 
exchange of depreciable assets held 
not more than eighteen months. 
Item 19(a) provides for a similar 
adjustment for net losses resulting 
from the sale or exchange of such 


assets. 


(8) Losses and expenses (deduct- 
ible under Sec. 23(a) in connec- 
tion with retirement of bonds: 

This is the first of six adjustments, 
following in order, items 8 to 13, 
inclusive, permitted by Congress in 
an effort to “normalize” base period 
income. They eliminate certain de- 
ductions, thus increasing base period 
net income for exemption purposes, 
which otherwise would produce ab- 
normally low base period income for 
many corporations. Similar deduc- 
tions during the current taxable 
years do not have to be added back to 
net income and thus are allowable de- 
ductions for excess-profits tax pur- 
poses. 

The first adjustment relates to de- 
ductions on account of retirement 
or discharge of any bond, debenture, 
note or certificate or other evidence 
of indebtedness, if the obligation of the 
taxpayer has been outstanding for more 
than eighteen months. 

What deductions? They are de- 
scribed in the law as: 


(a) Expenses in connection with 
such retirement. 

(b) Deduction for losses allow- 
able by reason of such retire- 
ment; and 

(c) If the bonds were issued at a 
discount, the amount deduct- 
ible on account of such dis- 
count unamortized at the time 
of retirement. 


What is includible under the head- 
ing of “expenses in connection with 
the retirement of bonds” will depend 
on each case. Among other things, 
they will include attorneys’ fees re- 
lating thereto, expenses of a reg- 
istrar or transfer agent who may 
effect the retirement, and premium 
on call unless the premium be re- 
garded as a loss deductible under 
Item (b). Presumably, one may also 
go so far as to add back any portion 
of the salaries paid to company em- 
ployees for services in connection 
with such retirement. A complete 
statement of all the items that might 
be covered by the term “expenses” 
is not possible in this discussion, but 
in any case where bonds were retired 
the make-up of all expense deduc- 
tions should be looked into in order 
to ascertain what might be attrib- 
uted to the retirement of the bonds. 

The item of losses allowable by 
reason of retirement will, of course, 
include premium on call unless such 
premiums be regarded as expenses 
deductible under the expense head- 
ing, and perhaps unamortized ex- 
pense of issue, if that be not con- 
sidered part of the discount. 

The third item covers unamor- 
tized discount and it is to be noted 
that the amount to be added back 
is the discount unamortised at the t’me 
of retirement. Hence, any discount ap- 
plicable to the portion of the taxable 
vear preceding the date of retirement 
cannot be added back. 

Nothing specific appears in the 
law with respect to unamortized ex- 
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penses of issue. It has been custom- 
ary for tax purposes to treat the 
issue expenses as part of the dis- 
count and amortize them accordingly. 
Hence, it might be possible to regard 
the expense of issuing bonds as a 
reduction of the amount received for 
the issuance of the bonds and thus 
part of the discount, or 
“loss” allowable by reason of the re- 
tirement so that the amount thereof 
may be added back as part of Item 
(b). In any event, in preparing the 
tax return the unamortized expense 
of issue should be treated as an item 
to be added back to net income for 
the base years; but if there is a close 
question regarding the advisability 
of using either the income or in- 
vested capital method, consideration 
should be given to the possibility 
that unamortized expenses of issue 
cannot be added back to the base 
period income. 


else as a 


Another question may arise, how- 
ever, and that involves deductions 
resulting from the retirement of the 
obligations originally created by 
someone else but which the present 
taxpayer either assumed or took 
property subject to and later liqui- 
dated. Further, if such evidences of 
indebtedness be regarded as obliga- 
tions of the taxpayer, is the eighteen- 
month period to apply only to the 
time subsequent to the taxpayer's 
assumption of or taking of property 
subject to the debt? 

Here the difference between a 
statutory merger and consolidation, 
under which the continuing corpora- 
tion is, under most state laws, re- 
garded as in fact being the predeces- 
sors, and a non-statutory method of 
accomplishing the same result may 
be important. It is hoped that the 
Regulations, when promulgated, will 
relieve taxpayers of some of these 
problems, but even if they do, litiga- 
tion may be necessary to dispose of 
some of them. 


(9) Losses from fire, storm, explo- 
sion or other casualty, and from 
theft, etc. deductible under Sec. 
23(f): 

This adjustment also applies only to 
years in the base period and has the 
effect of increasing the income for 
such period. 

It covers losses (to the extent not 
covered by insurance) deductible 
under Section 23(f) of the Internal 
Revenue Code, resulting from fire, 
storm, explosion or other casualty or 
from theft. For ordinary income tax 
purposes it has not been material 
whether casualty losses were de- 
ductible under Sec. 23(f) or some 
other section, but the reference in 
the excess-profits tax chapter to the 
specific section now makes that im- 
portant. It raises particularly the 
question whether deductions under 
Sec. 23(f), and correspondingly this 
adjustment, are limited to losses to 
or on property of the taxpayer, or 
also include damages payable to 
others for their loss of life, health or 
property, which are not property 
losses of the taxpayer. 


(10) Losses from demolition, aban- 
donment or loss of useful value 
of property: 

This adjustment also applies only to 
income of years in the base period and 
also has the effect of increasing in- 
come by the amount of any such 
loss, Which was allowable in returns 
for base years, in determining net 
income. Such losses may have been 
claimed in the returns for the years 
in the base period as capital losses, 
as non-capital losses, “other’’ losses 
in the deduction section of the re- 
turn, or included in operating ex- 
penses. Therefore, to be sure of 
making the correct adjustment on 
this account, it is important to make 
a thorough search for such items in 
all accounts covering the hase period. 

Furthermore, it should be noted 
that items which may appear in tax 
returns or accounts as losses on sale 
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—hecause the assets were sold—may 
involve a loss of useful value or 
abandonment loss preceding the 
sale. This is particularly apt to be 
the case when large losses resulted 
from sale—and also when sales pro- 
ceeds are relatively nominal—in re- 
lation to depreciated cost. Abandon- 
ment loss or loss of useful value 
relate to the purposes for which the 
property was acquired by the taxpayer. 
Thus, an asset may have Jost its useful 
value to the taxpayer, yet still be of 
enough value to someone else to 
have a sale value rather than merely 
a scrap value. 


(11) Repayment to vendees attrib- 
utable to processing tax: 

This adjustment is likely to be 
applicable primarily to the year 1936 
though there may be a few cases in 
which such deductions were taken 
in later years. It involves repay- 
ments to vendees attributable to 
processing taxes included in sales 
prices but refunded after the law 
was held unconstitutional. Note par- 
ticularly that the repayments must 
be “attributable” to processing taxes 
and need not represent actual proc- 
essing taxes. 

The adjustment is to be made ac- 
cording to a specific formula which 
involves two factors, to wit: 

(1) The refunds to vendees which 
are attributable to the proc- 
essing tax; and 

(2) The amount collected from 
vendees, during the base pe- 
riod, attributable to process- 
ing taxes which were not, in 
fact, paid to the appropriate 
collecting authorities or other. 

In effect, the adjustment required 
is for the net difference between (1) 
and (2) above and represents, in its 
final result, the amount by which the 
taxpayer suffered a net deduction of 
the amounts refunded to customers, 
less the amounts collected from cus- 
tomers. This adjustment is_ per- 
mitted because in most instances the 


taxes were originally collected from 
the customers in the year 1935 or 
prior to the base period but the re- 
funds were made during the base 
years. By reason of the fact that the 
law was not declared unconstitu- 
tional until January 6, 1936, there 
may have been some charges against 
customers during the year beginning 
January 1, 1936, representing sales 
during the first week of the year. 
Under the statute, however, the 
amount to be added to income for 
any particular year is not merely the 
difference between the refunds to 
customers during that year, less the 
amount collected from customers 
during that year. It is necessary to 
ascertain the aggregate of both items 
for the entire base period, and then 
adjust the income of each year for 
the percentage which the net cost 
or expense to the taxpayer bears to 
the gross repayments for all years 
To illustrate: Assume the case of a 
taxpayer which during the first year, 
probably the first week, charged its 
customers with $10,000.00, repre- 
senting processing taxes which later 
it did not pay to the Government, 
during the same year 1936 refunded 
its customers $50,000.00 and in the 
year 1937 refunded its customers an 
additional $50,000.00. Taking all the 
base vears together and assuming no 
adjustments in 1938 and 1939, the 
taxpayer in the assumed case made 
total refunds aggregating $100, 
000.00 and collected from its cus- 
tomers $10,000.00, leaving a net de- 
duction or cost of $90,000.00. The 
$90,000.00 is thus 90% of the aggre- 
gate refunds and, accordingly, there 
would be added back to income of 
the years 1936 and 1937 90% of the 
refunds to customers during each of 
those years. That would be $45,- 
000.00 (90% of $50,000.00) in each 
year, making the aggregate addition 
to base period income $90,000.00. 
However, it will be noted that the 
percentage is figured on an over-all 
basis, even though the ultimate re- 
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sult for all years is the same as 
though there were added to 1936 in- 
come the net difference of $40,000.00 
for that year, and to 1937 income 
$50,000.00. This method will make 
no difference if each year shows a 
net income but it might make an 
appreciable difference if one year or 
the other showed a net loss. 


(12) Payment of judgments, etc. 
(including interest thereon) if 
abnormal or grossly dispropor- 
tionate : 


In a further effort to normalize 
the base period income, the law pro- 
vides that any deductions attribu- 
table to any claim, award, judgment 
or decree against the taxpayer (or 
interest on any of them) deducted in 
the returns covering the base period 
are to be restored to net income, 
“if in the light of the taxpayer’s 
business it was abnormal to incur a 
liability of such character”, or if nor- 
mal for some such liabilities to be 
incurred, “the amount thereof in the 
taxable year was grossly dispropor- 
tionate to the amount of such items 
in the four preceding taxable years”. 

Thus, it first becomes necessary 
to ascertain whether or not it was 
normal for the taxpayer to incur lia- 
bilities for claims, etc., of the type 
involved, in any amount, and if not 
normal to incur any amount of lia- 
bility, then the amount deducted in 
any or all of the base period years 
may be added back to net income. 

If, however, the taxpayer nor- 
mally incurred such liabilities but 
sustained a loss that was grossly 
disproportionate during one of the 
base years, a question arises as to 
whether the adjustment should be 
only for the disproportionate or ex- 
cessive amount or for the full 
amount of the judgment. From the 
language of the law it would appear 
that it would be proper to add back 
the full amount of the judgment 
rather than merely the dispropor- 
tionate, excessive amount. How- 


Tax under Income Credit Method 


ever, it is doubted that such an inter- 
pretation will be sustained by the 
courts, as it seems to have been the 
intent of Congress to provide only 
for an adjustment of abnormal de- 
ductions. Nevertheless, it is sug- 
gested that in the preparation of tax 
returns the entire amount of the 
deduction be added back rather than 
what may be regarded as the exces- 
sive portion, but due consideration 
should be given to the possibility of 
that treatment being held incorrect. 
The regulations when issued may 
throw some light on that question. 

A second problem arises with re- 
spect to the periods to be used for 
making the comparison which will 
indicate whether or not the amount 
in any particular year was dispro- 
portionate. The law states that the 
comparison should be made of the 
base year with the four previous 
years. This would apparently mean 
the four years immediately preced- 
ing the year involved so that, if there 
be involved a 1939 deduction, the 
amount thereof would be compared 
with the deduction for similar 
claims, etc., during the four years 
1935 to 1938, inclusive. However, 
the law deals with the four base 
period years as a whole. Therefore, 
it is possible that it may be neces- 
sary to compare the amount deduct- 
ed in any base year with the four 
years 1932 to 1935, inclusive, rather 
than the four years that immediately 
precede the year involved. Here also 
the regulations, when issued, may 
throw some light on the matter, but 
until anything appears to the con- 
trary it is suggested that the method 
most favorable to the taxpayer be 
adopted. 

More important—what constitutes 
a “claim”, the deduction attributable 
to which may be added back, if ab- 
normality be involved? Fundamen- 
tally, it can be argued that practi- 
cally every disbursement of a cor- 
poration, save perhaps voluntary 
contributions or dividends, is pre- 
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ceded by or results from a “claim” 
—even wages. Though awards, 
judgments or decrees generally sig- 
nify the existence of dispute regard- 
ing the liability, claims do not neces- 
sarily involve disputes. Does the 
coupling of such a term, not neces- 
sarily implying a dispute, with other 
terms generally implying settlement 
of a dispute limit the first term to 
“disputed” claims? 

It is to be doubted that Congress 
so intended, else it would have said 
so. At least that is the technical 
theory to apply, though the manner 
in which much of the law was de- 
veloped and adopted may lead one 
to doubt that anyone, even the 
draftsmen, knew what was intended. 
At the same time, it is to be doubted 
that any disbursement or expense 
can be considered as a possible ad- 
justment for if that were intended 
there would seem to have been no 
need to particularize on the other 
adjustments. Probably a “no-man’s 
land” or “twilight zone” will de- 
velop, the treatment of items falling 
either side will be clear and it will 
take years to dispose of those falling 
within it. 

The abnormality requirement will 
naturally eliminate from considera- 
tion normal expenses, even if they 
technically arise out of “claims,” but 
it would seem desirable to cover, 
either by adjustment in computing 
the exemption deducted on the re- 
turn, or in a timely refund claim, all 
abnormal deductible expenditures 
(paid or accrued as the case may re- 
quire). 

Suffice for the moment to direct 
attention to the foregoing and other 
possibilities to be borne in mind. 
They may find their way to oblivion 
next year anyway if a new law 
should be enacted. Meanwhile, 
should these and other uncertainties 
complicate the decision whether to 
use the income or invested capital 
exemption method, be wary in ex- 
pressing opinions. When legislators 


indicate they do not understand the 
laws enacted, and attorneys say they 
cannot tell us what the law means 
because it is what the Supreme 
Court will think, some years later, 
it ought to be — what can the ac- 
countant do—even though he has to 
sign the return? 

Before leaving this prospective 
heaven for the tax lawyer, one fur- 
ther rather obscure point should be 
brought forward. The adjustment 
specifically includes interest on 
claims, etc. and not as part of the 
claim. Hence, interest may be the 
subject of adjustment even though 
the claim itself is not because the 
principal of the claim, etc. was non- 
deductible. A typical illustration is 
interest, covering a period of years, 
on an additional income tax claim. 


(13) Intangible oil and gas well 
drilling and mine development 
expenses, etc. if abnormal or 
grossly disproportionate: 

This adjustment is similar to the 
item of claims and awards, etc., dis- 
cussed above, except for two differ- 
ences. It should be noted first that 
it applies only to imtangible drilling 
costs in the case of oil and gas wells, 
and, therefore, excludes the tangible 
drilling costs which, briefly, mean 
the physical properties or assets in- 
stalled in connection with the drill- 
ing operation. Under the provision 
of the law, it is permissible to add 
back to net income the amount 
deducted for such expenditures if it 
was abnormal for the taxpayer to 
incur any liability for expenditures of 
that type. However, if it was cus- 
tomary for the taxpayer to incur 
liability for expenses of that type, 
then an adjustment is permitted only 
to the extent that the amount in any 
of the base years was grossly dis- 
proportionate to the liabilities in- 
curred for similar items during the 
four preceding years. 

Presumably, rules and regulations 
will be issued under which the meth- 
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ods of determining whether or not 
such expenditures were dispropor- 
tionate will be set forth. Meanwhile, 
however, several open questions re- 
quire consideration. The first is 
whether the amount in any particu- 
lar year is to be compared with the 
four years immediately preceding, 
even if part or all of the preceding 
four-year period is also a part of the 
base period, or whether the com- 
parison is to be made with the four 
years preceding the base period as 
a whole; in other words, the years 
1932 to 1935, inclusive. In this re- 
spect the problem is similar to that 
discussed with respect to the ad- 
justment for claims and awards, ete. 

Second in importance is the ref- 
erence in the law to a comparison of 
the amounts of liabilities incurred 
rather than of the expenses deducted. 
This is important because some 
expenditures of the type here in- 
volved were elective and could be 
either capitalized or deducted as ex- 
pense. Inasmuch as the law provides 
for a comparison of the liabilities in- 
curred rather than the expenses de- 
ducted, it would seem logical to as- 
sume that it will be necessary to 
compare the total expenditures, 
whether treated as expense or capi- 
tal charges, and not limit the com- 
parison only to such amounts as 
were deducted as expenses, thus ex- 
cluding those capitalized. If, on that 
basis, the liability incurred during 
any year was abnormally dispropor- 
tionate, the abnormal portion may 
be added back to net income (Item 
1) if it was deducted in determining 
sare. 

But what is to be done, if the lia- 
bility incurred was abnormal while 
the amount expensed was only nor- 
mal? For instance, if the liability 
normally incurred during the four 
previous years was $100,000 per an- 
num, all expensed, and if of the ab- 
normal liability of $200,000 only 
$100,000 was expensed and the bal- 
ance capitalized, what is to be done? 


The writer in travelling about rather 
extensively has often seen in hotels 
a sign that many readers must have 
seen and which supplies the best 
answer presently available. It reads 
“Ask Mr. Foster.” 


(14) Interest on borrowed capital, 
to the extent of 50% thereof: 


Adjustment on account of interest on 
borrowed capital is required only for 
the taxable year, and then only if the 
excess-profits credit is to be computed 
on the basis of invested capital. In 
such case, one-half of the interest 
on “borrowed capital” is to be added 
back to net income shown by the re- 
turn. “Borrowed capital” comprises 
all indebtedness of the taxpayer evi- 
denced by a bond, note, bill of ex- 
change, debenture, certificate of in- 
debtedness, mortgage, or deed of 
trust. However, it does not include 
any indebtedness not so evidenced. 
Since one-half of all such borrowed 
capital is to be included in daily in- 
vested capital, the law provides that 
one-half of the interest paid on such 
borrowed capital is to be disallowed 
as a deduction in arriving at excess- 
profits net income. 

The adjustment must be made for 
one-half of the total of all such in- 
terest on borrowed capital, so that 
where indebtedness of various types 
carries varying interest rates it will 
not be permissible to adjust only for 
interest on indebtedness carrying the 
lowest rates. 


(15) Exempt interest if the taxpayer 
elects (under Sec. 720(d)) to 
treat as admissible assets the 
obligations described in Sec. 
22(b) (4): 

The net income with which Form 
“A” starts is the amount left after 
eliminating all interest on securities 
of the U. S. Government, its instru- 
mentalities, and the States or sub- 
divisions thereof. The interest on 
some obligations of the U. S. Gov- 
ernment or its  instrumentalities 
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could have been subjected to excess- 
profits taxes, but under the law as 
enacted none of the interest on any 
U. S. securities or securities of the 
States or their subdivisions is sub- 
ject to excess-profits taxes. Hence, 
up to this point, all such interest has 
been eliminated, but, if this exempt 
interest is treated as such, the secur- 
ities producing it must be treated as 
inadmissible assets and the invested 
capital reduced thereby. 

However, taxpayers have been 
given an opportunity to elect to in- 
clude the exempt interest, all-not 
part, in taxable income, subject to 
excess-profits tax, and possibly also 
to normal income tax, and if that is 
done, they are permitted to treat the 
securities as admissible assets. It is 
not clear whether the interest must 
be included in the income subject to 
normal income tax, as well as excess- 
profits tax, or whether the inclusion 
is limited only to excess-profits tax. 
From the language of the law and, 
more particularly, the reports of the 
Senate and House Committees deal- 
ing therewith, it would appear that 
the income should be included for 
normal income tax as well as excess- 
profits tax. However, there is some 
doubt as to the meaning of the law 
and, particularly, whether or not 
rather ambiguous language in Sub- 
chapter E of Title II, relating to ex- 
cess-profits taxes, can be regarded 
as a modification of Title I, relating 
to income taxes, when Title I itself 
has not been specifically amended. 
The regulations dealing with this 
phase of the law should be studied, 
when issued, for further enlighten- 
ment. Meanwhile, the possibility of 
having to include the exempt inter- 
est for normal tax as well as excess- 
profits tax purposes must be con- 
sidered in determining whether to 
treat the interest as non-exempt in 
order to obtain the larger invested 
capital. 

If not taxable for normal income 
tax purposes, it is likely to be ad- 


vantageous in most cases to include 
the interest, as few, if any, of the 
securities involved return as much 
as 8%. 

This elective adjustment applies 
only when the invested capital ex- 
emption method is used. It does not 
apply if the income method is used. 


(17) Amount of net capital gain (if 
any) shown by return elimi- 
nated as a starting basis: 


As stated under the explanation of 
Item 2, the law does not require elimi- 
nation of all capital gains and losses. 
However, for the reasons therein 
stated, it is considered more con- 
venient in setting up the chart to 
provide that all capital gains and 
losses in the returns filed for the 
base period, first be eliminated and 
then adjustments to net income made 
to give effect to the provisions of the 
new law concerning what have been 
defined as capital gains and losses 
under the Revenue Acts of 1936 to 
date. However, for the current tax- 
able year, it is simpler not to make 
such elimination, but merely to make 
the proper adjustments to net income 
on account of long-term and short- 
term capital gains and losses which 
will be shown by the return for that 
vear, 


(18) Net long term capital gains (de- 
termined Under Sec. 711, 
I.R.C.): 


The reason for deducting, for the 
current year, the amount of net long- 
term capital gains is the same as 
that given with respect to additions 
on account of net long-term capital 
losses, Item 3. All such gains and 
losses, as now defined, are to be ex- 
cluded. 


(19) Net losses on sales, etc. of de- 
preciable property (For years 
beginning prior to January 1, 
1938) : 

(a) Held not more than 18 
months 
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(b) Held more than 18 
months 


Since 1938, gains and losses on the 
sale or exchange of depreciable as- 
sets have not been treated as capital 
gains and losses. (See the explana- 
tion of Item 7). However, such gains 
and losses were included in the 
amount of net capital gain or loss for 
taxable years beginning prior to 
January 1, 1938. Therefore, since 
all capital gains and losses in re- 
turns for the years in the base per- 
iod are eliminated by Items 2 and 
17, it is necessary to deduct from in- 
come as shown by returns under the 
1936 and 1937 laws the amount of 
net loss from sales or exchanges of 
depreciable property. Because of 
the distinction made in the new law 
with respect to the treatment of 
gains (but not losses) on sales or 
exchanges of such property /eld 
more than eighteen months, it is nec- 
essary to determine separately the 
amount of the net result of the sales 
of such property held not more than 
eighteen months on the one hand, 
and with respect to other similar 
property held more than eighteen 
months on the other hand. Net losses 
coming within each category are de- 
ductible in arriving at excess-profits 
net income but the net gain on as- 
sets held over eighteen months is 
to be excluded. 


(20) Net gains on sales of depreci- 
able property held over 18 
months (For years beginning 
after Dec. 31, 1937): 


All gains of the type described 
above have been required to be 
treated as non-capital items in re- 
turns for years beginning after De- 
cember 31, 1937 and hence have been 
included in net income. Since the 
new law requires the exclusion of 
net gains from sales or exchanges of 
such property held more than eight- 
een months in arriving at excess- 
profits net income, it is necessary to 
deduct the amount of any such gains 
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from net income as shown by returns 
for years beginning after December 
31, 1937. For prior years they were 
deemed capital assets and hence have 
already been eliminated as part of 
Item 17, so they should not here be 
eliminated again. 


(21) Dividends from domestic cor- 
porations: 


Dividends from domestic corpora- 
tions are to be entirely eliminated 
in arriving at excess-profits net in- 
come. Hence, deduct here all such 
dividends. 


(22) Dividends of foreign corpora- 
tions (other than foreign per- 
sonal holding corporations) : 


Dividends from foreign corpora- 
tions (other than foreign personal 
holding companies) are to be elimi- 
nated from income only for the tax- 
able year (and not the years in the 
base period) and then only if the 
dividend credit is to be computed on 
the invested capital basis. This ad- 
justment will undoubtedly prove to be 
of great importance in many cases 
where corporations have foreign sub- 
sidiaries, since the elimination of 
such foreign dividends from the 
amount subject to excess-profits tax 
may frequently justify the use of the 
invested capital method in computing 
the excess-profits exemption, even 
though the exemption so computed 
may be less than the amount com- 
puted under the average income 
method. 

However, in this connection, the 
possibility of excluding all or part of 
foreign dividends from current year 
excess-profits net income on the 
grounds of abnormality should also 
be considered. 

There may be some cases in which 
the exclusion of abnormal foreign 
dividend income may make the in- 
come exemption method preferable, 
while inability to make such an ex- 
clusion would indicate that the in- 
vested capital method was advan- 
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tageous. An illustration would be 
the case of a corporation receiving 
a large dividend of that type in 1940. 
It would be eliminated if the in- 
vested capital method were used, 
though the investment would have 
to be treated as an inadmissible and 
invested capital reduced. This might 
result in some excess-profits tax be- 
ing payable on other income. 

3ut if it could be shown that the 
dividend receipt constituted an ab- 
normality, it would be possible to 
exclude part or all of it from 1940 
excess-profits net income and _ per- 
haps also to add the excluded portion 
to base period income so as to in- 
crease the average base period in- 
come and, in turn, the exemption on 
the income basis, thus making the 
income exemption method prefer- 
able. 


(23) Income tax (after deducting 
credit for foreign income 
taxes), including surtax on un- 
distributed profits but not in- 
cluding surtax under Sec. 102 
(unreasonable accumulation of 
surplus: 


The law provides for deducting 
the amount of the income tax pay- 
able by the taxpayer for each of the 
years in the base period and in the 
current taxable year in arriving at 
excess-profits net income. Such in- 
come taxes include the surtax on un- 
distributed profits, but the amount 
to be deducted is the net amount 
payable to the United States after 
deducting the credit for foreign in- 
come taxes. The deduction does not 
include any amount on account of 
the surtax on improper accumula- 
tions of surplus, under Sec. 102. The 
old excess-profits tax, now called the 
declared value excess-profits tax, has 
been deducted in computing the net 
income on line 1. 

The amount to be deducted is the 
amount of income tax payable for 
each of the years concerned and not 
the amount that would have been 


payable had any of the adjustments 
herein discussed been made. In 
other words, even though it is per- 
missible to exclude from income, 
subject to excess-profits tax, some 
of the income that is subjected to in- 
come tax, it is nevertheless correct 
to deduct the tax that was payable 
on the excluded income. The con- 
verse is true with respect to deduc- 
tions. This is just another one of the 
anomalies in the hastily drafted Ex- 
cess-Profits Tax Act and could, con- 
ceivably, result in no current year 
income if it were possible to exclude. 
for excess-profits tax net income, 
enough excludible income such as 
capital gains, abnormal income, etc., 
and still deduct as well as the income 
tax on such excluded items. 


(24) Recoveries of bad debts allow- 
able as deductions in years be- 
ginring before January 1, 1940: 


In order to avoid hardship, the 
law provides for eliminating from 
current year income, subject to ex- 
cess-profits taxes, any recoveries of 
bad debts which constituted deduc- 
tions allowable prior to an excess- 
profits tax year. In other words, if 
the deduction was allowable in a 
year that was not subject to excess- 
profits tax, recovery in a later year 
is excluded for excess-profits tax pur- 
poses. It is, of course, subject to 
income tax in the year of recovery 
just as it would be if there were no 
excess-profits tax. 

On the other hand, if the deduc- 
tion was allowable in a year that 
came under the excess-profits tax 
law, regardless of whether or not 
any excess-profits tax was payable 
for that year, then the recovery must 
be included, for excess-profits taxes, 
in the year of recovery. 

Observe particularly that the term 
used is “allowable” rather than “al- 
lowed”. Here litigation or dispute 
possibilities arise if a recovery was 
on a bad debt allowed in a year prior 
to 1940 but which, it can be con- 
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tended, was in fact allowable in 1940 
and hence the recovery is taxable 
for excess-profits taxes, or vice versa. 

How this adjustment will affect 
corporations using the reserve 
method is not clear. In a technical 
sense, recoveries by such taxpayers 
are credited to the reserve and thus 
are not brought directly into the tax- 
able income. Nevertheless, in most 
cases credit of recovery to the re- 
serve will tend to reduce the current 
provision necessary to make the re- 
serve adequate. This will be par- 
ticularly true in the case of taxpay- 
ers determining the reserve provi- 
sion by a comparison between the 
closing accounts receivable and clos- 
ing reserve before making the final 
adjustment provision. 

On the other hand, if taxpayers 
use a percentage of sales to deter- 
mine the reserve provision, a bad 
debt recovery might not immediately 
affect the reserve deduction, if the 
same percentage of sales is con- 
tinued to be used. Fundamentally, 
however, the recoveries at some time 
must affect deductions for the re- 
serve provision, else the reserve 
would eventually be too high. 

Perhaps it would be desirable, in 
all cases of taxpayers using the re- 
serve method regardless of how the 
provision is computed, to credit re- 
coveries, particularly of prior year 
write-offs, directly to income as a 
special item rather than to the re- 
serve, and report recoveries in the 
tax return as other income but then 
make the deduction for the addition 
to the reserve for bad debts that 
much greater. 


(25) Income from retirement of 
bonds of the taxpayer outstand- 
ing over 18 months: 

The statute provides that any in- 
come derived by a corporation from 
the retirement or discharge of its 
obligation represented by a bond, 
debenture note or certificate or other 
evidence of indebtedness, if the ob- 
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ligation of the taxpayer was out- 
standing more than 18 months, is to 
be eliminated in arriving at the ex- 
cess-profits net income not only fer 
the years in the base period but for 
current taxable years as well. The 
amount to be eliminated includes, in 
the case of bonds issued at a pre- 
mium, the amount which becomes 
includible in income for such year 
because of the retirement or the dis- 
charge of the debt. In other words, 
if bonds were issued at $102 and, of 
the $2 premium, $1 had been amor- 
tized at the date of retirement, leav- 
ing a balance of $101, and the bonds 
were retired at $90, the difference of 
11 points would ordinarily be in- 
cluded in net income subject to in- 
come tax. This income, however, is 
to be eliminated for excess-profits 
net income purposes. 

It should be borne in mind that 
the income tax provisions contain a 
section under which the so-called 
gain resulting from the retirement 
of indebtedness may be excluded, 
under certain circumstances, from 
net income for income tax purposes. 
If income has been excluded under 
such provision, it would, of course, 
not be part of the net income with 
which the chart starts, and hence 
this adjustment relates only to such 
income as may have been included 
for income tax purposes. 

With respect to income arising 
from the discharge or retirement of 
indebtedness assumed by or with 
respect to which property was taken 
subject to the same problems dis- 
cussed with references to deductions 
on retirement also arise and need not 
be again detailed here. 


(26) Refunds of tax under A. A. A. 
and interest thereon: 


Since the Agricultural Adjust- 
ment Act was held unconstitutional, 
many taxpayers have filed claims for 
refund of the taxes paid thereunder. 
Some of such refunds have been al- 
lowed and, probably, more will be 
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allowed. Inasmuch as these refunds 
relate to prior years and hence are 
not a true measure of excessive cur- 
rent earnings, the law provides that 
they may be excluded or deducted 
from net income subject to income 
tax, to determine excess-profits net 
income. 

The tax refunds which may be ex- 
cluded include refunds of Floor 
Stocks Taxes paid when the A.A.A. 
went into effect in 1934, Processing 
Tax on commodities processed dur- 
ing the tax period, Compensating 
Tax, and Custom Processing Taxes. 

Under the language of the statute 
as strictly interpreted, it would not 
seem proper to deduct refunds ap- 
plicable to the tax burden in the in- 
ventory on January 6, 1936, refund 
of which was available to persons 
who bore the burden of such taxes 
even though they did not directly 
pay processing taxes to the U. S. 
Government. On the other hand, it 
must be recognized that the obvious 
intent of the statute was to eliminate, 
from excess-profits net income, such 
unusual income as does not relate to 
current year operations. Hence it 
ultimately may be held that this pro- 
vision also covers refunds received 
with respect to tax burden in inven- 
tories on January 6, 1936, even 
though it is rather difficult to hold 
that such refunds constitute refunds 
of “processing taxes” which is the 
term employed in the Excess-Profits 
Tax Law. 

Should a taxpayer have received 
refunds of tax burden in inventory, 
it is suggested that they be excluded 
from excess-profits net income even 
though there is presently some doubt 
about the correctness of such proce- 
dure. 


(28) Balance — Excess-Profits Net 
Income: 

The net result, after all adjust- 
ments, appears on line 28 and is what 
the new law defines as the “excess- 
profits net income”. The illustrative 


figures used have been developed pur- 
posely not only to cover all possible 
adjustments but to bring out how 
the “excess-profits net income” for 
the base years may substantially 
exceed the net income reported for 
ordinary income tax purposes and 
also how the current year excess- 
profits net income, determined under 
the two exemption methods, may 
differ. 

The income method credit or ex- 
emption is based on the average 
during the base period—the result 
of all taxable periods being added 
together, divided by the aggregate 
number of months and the result 
multiplied by twelve to obtain the 
annual average, which is then re- 
duced to 95%. 

Should any one period show a net 
loss or minus result for Item 26, it 
may be taken in at zero (though the 
period is not excluded, as the num- 
ber of months it covers must be 
included in the aggregate). Thus if 
a taxpayer had three years of excess- 
profits net income and one loss year, 
the incomes for the three years 
would be added together and the 
result divided by 48 (representing 
four years) to obtain the monthly 
average income. 

Should more than one period show 
a loss, zero may be substituted for 
the largest loss but the other losses 
must be deducted from the aggregate 
income of the other periods. 

The average annual result cannot 
be less than zero, so the specific 
exemption of $5,000.00 or adjustment 
for added capital cannot be reduced 
for an average base period loss. In 
such situation, however, the invested 
capital exemption method is likely 
to be preferable. 


“Constructive” Base Period Income 


The right to use the income ex: 
emption method is available to all 
domestic corpora, »ns which were in 
existence before January 1, 1940 
However, if a taxpayer meeting that 
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requirement was not in existence for 
forty-eight months preceding the 
beginning of the first taxable year 
under this new Subchapter E, it is 
given a “constructive” income for 
the period preceding its incorpora- 
tion. This constructive income is 
% annually of its invested capital 
at January 1, 1940 or the beginning 
of the first taxable year under the 
new law, if a fiscal year is used. 

To prevent some confusion, let it 
be noted at this point that though 
the adjustment for later capital 
changes when the income exemption 
method is used is limited to paid-in 
capital, as will be later explained, 
the invested capital for this purpose 
is computed as though the invested 
capital method were used. 

The invested capital on which the 
“constructive” income is based thus 
includes accumulated earnings and 
profits as well as paid-in capital. 
Furthermore, a reduction must be 
made for inadmissible assets and it 
is in connection with that item that 
the only different procedure is re- 
quired. 

The computation of Invested Cap- 
ital will be covered by a separate 
paper, so in connection with “con- 
structive” income for the income ex- 
emption method, only the one differ- 
ence will be covered. 

The regular invested capital adjust- 
ment for inadmissibles requires that the 
ratio of the daily average, for the 
year, of inadmissible assets to the 
daily average for the year of both 
admissible and inadmissible assets 
be ascertained and that the average 
daily invested capital for the year be 
reduced by that percentage. 

For “constructive” income pur- 
poses, however, the daily averages of 
both types of assets for the taxable 
period preceding January 1, 1940, 
rather than the amounts on January 
1, 1940 provide the basis for comput- 
ing the ratio. Thus invested capital 
on January 1, 1940 must be reduced 
by the inadmissible ratio for the 


calendar year 1939 (in the case of a 
calendar year taxpayer). 

As stated before, the “construct- 
ive” income is 8%, annually, of the 
invested capital computed in the 
manner described. Hence, for a 
period of less than twelve months, 
the allowance is 8/365% for each 
day of the constructive income period 
(or 8/366% if February 1936 is in- 
volved). 

Having thus determined the “con- 
structive’ income for the period 
prior to existence—note that an ex- 
isting but inactive company does 
not get the benefit of it for the in- 
active period—such “constructive” 
income is brought into the compu- 
tation of the average base period 
excess-profits net income, along with 
actual income, if any, for its period 
of existence. 

A resident foreign corporation 
cannot use “constructive” income 
and must have been resident for a 
full four-year base period in order 
to be able to use the income exemp- 
tion method. 


Adjustment for Capital Additions 
or Reductions 


To complete the determination of 
the exemption under the income 
method, one further computation 
must be made. That is to determine 
whether there was a net addition to 
or reduction of the paid-in capital 
on or after January 1, 1940, or the 
beginning of the first excess profits 
tax year if a fiscal year be involved. 

For this purpose then it becomes 
necessary to— 

(1) Ascertain the amount of ad- 
ditional capital paid in after 
the start of the first taxable 
year, property being taken at 
its income tax basis for figur- 
ing loss, thus excluding March 
1, 1913 value, ie., value or 
cost at acquisition unless a 
transferor’s basis must be car- 
ried forward for income tax 
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purposes, in which event such 
basis is used. 

Reduce the above by the in- 
crease in inadmissible assets 
(securities, the income from 
which is not subject to excess 
profits taxes). The net result, 
however, cannot be less than 
zero or a minus figure so that 
the worst effect an increase in 
inadmissible assets can have 
is to offset a capital addition. 


to 


(3) Ascertain the amount of dis- 
tributions out of capital but 
in this case no offsetting ad- 
justment is made for any de- 
crease in inadmissible assets. 


When changes occur during 
the taxable year, the average 
of each change for the year is 
taken into account. To deter- 
mine this average, the amount 
of the change is multiplied by 
the number of days remaining 
in the taxable year (not in- 
cluding the day of the change) 
and divided by the number of 
days in the year. 


+ 


The computation of the addition 
or reduction differs materially from 
the ordinary computation of invested 
capital and the following important 
points are to be noted. 


(1) No consideration is given to 
increases or decreases in ac- 
cumulated earnings by reason 
of gains, losses or taxable 
dividend payments. 

(2) No consideration is given to 
increases or decreases in bor- 
rowed capital. 

(3) Increases in paid-in capital 
(reduced by increases in in- 
admissible assets) or decreases 
through distributions of capital 
are considered only if they oc- 
curred after the start of the 
first excess-profits tax year 
(January 1, 1940 in the case 
of calendar-year companies). 


(4+) No consideration is given to 
stock dividends or stock rights 
even if they are of a taxable 
nature. 


To illustrate the computation, as- 
sume in the case of a calendar year 
taxpayer, that on the 183rd day of 
the year $100,000.00 additional capi- 
tal was paid in and that on the 266th 
day $50,000.00 was added to the in- 
admissible assets. The computation 
would be as follows: 

Capital addition—$100,000 x 

163 + B66 = occ scsesess $50,000. 

Less offset—inadmissible as- 

sets increase $50,000 x 100 


Se <9 13,661. 
Net Capital addition......... $36,339 


lf there were no other changes, the 
exemption would be increased by 
8% of the above $36,339. For sub- 
sequent taxable years, assuming no 
other changes in capital or inadmis- 
sible assets during subsequent years, 
the net capital addition would be 
$50,000. Distributions of capital are 
averaged in the same manner and if 
the amount thereof is less than the 
capital addition figured in the man- 
ner described, it is deducted there- 
from and 8% additional exemption 
is allowed on the balance. But if the 
reduction exceeds the addition, then 
6% of the net reduction is deducted 
from the 95% of the average annual 
base period income. 

The method of recognizing capital 
changes presents some odd possibili- 
ties which seem hardly justified in 
a taxing statute. The first is that no 
recognition is accorded changes 
prior to 1940. Thus a calendar-year 
company into which additional capi- 
tal was paid on December 31, 1939 
receives no benefit, but had it been 
paid in on January 1, 1940, its ex- 
emption would have been increased 
by 8% thereof. 

No adjustment is required for 
changes in inadmissible assets if no 
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additional capital is paid in—even 
though dividends are not taxed. 
Thus, a corporation averaging, say, 
$100,000 during the base period— 
and having then no inadmissible as- 
sets might acquire some, increase its 
income as a result and yet pay no 
tax. Conversely, if a corporation 
which earned no base period excess- 
profits net income, as defined in the 
statute, but earned $100,000 through 
dividends, should dispose of its 
stocks and earn its profit through 
ordinary business operations, it would 
have no exemption on the income 
basis. It would be forced to use the 
invested capital method which might 
result in an excess-profits tax even 
if the current year income were less 
than the base period average actual 
earnings. 

The only effect of changes in in- 
admissible assets is to offset addi- 
tional capital paid in—and then it 
is not material whether or not the 
new capital was used to acquire the 
additional inadmissibles. In the illus- 
tration used, it was assumed that 
the inadmissibles were acquired 
after the additional capital, but an 
adjustment would have to be made 
even if they were acquired before 
the new capital. Furthermore, the 
adjustment for new capital will 
change every time there is a change 
in inadmissibles. 

And finally, to cap it all, no ad- 
justment is allowed for decreases in 
inadmissibles when a capital reduc- 
tion is effected. So though inadmis- 
sibles paid in as additional capital 
would not increase the exemption— 
and properly so—inadmissibles dis- 
tributed as a return of capital would 
decrease the exemption—despite the 
fact that such a distribution would 
in no way affect the excess-profits 
net income. 


Equity Relief Sections 


A consideration of excess-profits 
net income would not be complete 
without some reference to the relief 
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sections intended to take care of,ab- 
normal situations. There are three 
such sections numbered 721, 722 and 
123: 

To dispose of the easier ones first, 
Section 723 involves the determina- 
tion of equity invested capital where 
the Commissioner determines (note 
that it must be the Commissioner’s 
determination — not the taxpayer’s 
determination) that the equity in- 
vested capital as of the beginning of 
the first taxable year cannot be de- 
termined. In such cases it is pro- 
vided that the equity invested capital 
shall be the sum of the adjusted basis 
of the assets, and money, of the tax- 
payer minus the outstanding indebt- 
edness. 

This section has been generally 
referred to as the “lost books” sec- 
tion, as it apparently was intended 
to cover the situations wherein the 
lack of records of prior years makes 
impossible the determination of in- 
vested capital in the usual manner. 
However, it would seem that, if the 
Commissioner is able to determine 
the adjusted basis of all assets, he 
should also be able to determine the 
invested capital, except to the extent 
that it would not be known what 
portion consisted of capital and what 
portion consisted of earnings and 
surplus. That might be important 
in case deficits were involved, but 
not otherwise. 

In one other respect this provision, 
if invoked, might be important and 
involves corporations which use per- 
centage depletion for tax purposes. 
Under the normal method of deter- 
mining invested capital, there would 
be deducted, in arriving at accumu- 
lated earnings and surplus, only cost 
depletion. However, in determining 
the adjusted basis of depletable 
assets, it is necessary to reduce the 
cost by the percentage depletion so 
that, indirectly, if such a taxpayer’s 
invested capital were determined 
under Section 723, a deduction will 
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be made for percentage depletion 
rather than cost depletion. 

The second of the less important 
relief sections gives the Commis- 
sioner authority to “make such ad- 
justments as may be necessary to 
adjust abnormalities affecting in- 
come or capital.” 

This obviously is a very broad 
provision and I intend to dismiss it 
merely with the statement that it is 
not expected to remain in the law. 
It is not intended to provide relief 
similar in form to “special assess- 
ment” under the old law. According 
to Washington gossip, which I am 
quite certain is true, the draftsmen, 
the legislators, and the Treasury of- 
ficials, all look upon it as unconsti- 
tutional because it provides no yard- 
stick for the making of adjustments. 
It has been included, as I understand 
it, merely as a stop-gap provision to 
bring about an enlargement of the 
real relief section, 721. Hence, we 
may expect that in due course this 
very broad provision will be elimi- 
nated and the more specific provi- 
sions of Section 721 will be enlarged. 

The important provision is Section 
721 which permits adjustment of net 
income in case there should be in- 
cluded therein one or more of six 
specified types of abnormal income, 
as follows: 

“(a) Arising out of a claim, award, 
judgment, or decree, or in- 
terest on any of the fore- 
going ; or 

“(b) Constituting an amount pay- 
able under a contract the per- 
formance of which required 
more than 12 months; or 


“(c) Resulting from exploration, 
discovery, prospecting, re- 
search, or development of 
tangible property, patents, 

formulae, or processes, or 
any combination of the fore- 
going, extending over a pe- 
riod of more than 12 months; 
or 


“(d) Includible in gross income 
for the taxable year rather 
than for a different taxable 
year by reason of a change in 
the taxpayer’s accounting 
period or method of account- 
ing; or 

In the case of a lessor of real 
property, amounts included 
in gross income for the tax- 
able year by reason of the 
termination of the lease; o1 


“(e) 


— 


“({) Dividends on stock of foreign 
corporations, except foreign 
personal holding companies ;” 


To make this section applicable, 
it is first necessary to find that, in 
the light of the taxpayer’s business, 
it is abnormal for the taxpayer to 
derive any income of the type speci- 
fied; or, if the taxpayer normally 
derives income of such class, that 
the amount includible in the particu- 
lar year is grossly disproportionate 
to the income of the same class de- 
rived in the four previous taxable 
years. If either of those situations 
should be present, an adjustment is 
in order. 


The adjustment is to be made 
under rules and regulations pre- 
scribed by the Commissioner with 
the approval of the Secretary, and 
the law requires that the abnormal 
income from the sources specified 
should, to the extent attributable to 
any prior or future taxable year, be 
allocated to the years to which at- 
tributable. In other words, when the 
income from one of the specified 
sources accrued in one year covers 
more than that period, it is to be 
spread over the years to which at- 
tributable. The manner of its spread- 
ing is to be provided for in the 
regulations. 


If any such income should be allo- 
cated to a prior year that does not 
come under the excess-profits tax 
law (and that means any taxable 
vear that began before January 1, 
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1940), that portion completely escapes 
excess-profits tax. On the other 
hand, if a portion of it should be 
assignable to a prior excess-profits 
tax year, then the excess-profits tax 
liability for that prior year is recom- 
puted by including the abnormal 
income allocated to it, and the re- 
sulting additional tax is added to 
the tax for the current year in which 
there is included only such portion 
of the abnormal income collected in 
that year as is attributable to that 
year. However, there is a limitation 
in that the total tax for the year in 
which the abnormal income is re- 
ceived cannot exceed the amount 
that would be payable if no adjust- 
ment were made under this section. 
Thus, for example, abnormal income 
cannot be shifted out of a year 
wherein it would be subject to a 25% 
excess-profits tax, back to a year 
wherein it would be subject to a 
higher rate of tax. 

This limitation, however, does not 
seem to apply in the case of income 
shifted forward to a future year. 
Under such circumstances, the taxa- 
tion of the income, attributable to 
the future year or years, is held in 
suspense and the income becomes 
includible in the year to which alloc- 
able, regardless of the rate of tax 
that may then be payable. 

Further, in connection with these 
relief sections, it is to be observed 
that no change is made for income 
tax purposes, so that, for such pur- 
poses, the full amount of the ab- 
normal income is included in the 
year in which it normally becomes 
taxable for ordinary income tax pur- 
poses. Thus, some peculiar results 
may obtain in that, for the year in 
which abnormal income is received, 
there will be deductible the full 
amount of the income tax thereon, 
even though only a portion, or per- 


Tax under Income Credit Method 


haps none, of the abnormal income 
is includible for excess-profits tax. 
On the other hand, if the income is 
shifted, in whole or in part, to other 
excess-profits tax years, the excess- 
profits net income for such years will 
include the abnormal income with- 
out a deduction for the income tax 
thereon. Of course, real relief will 
be obtained if the shift is made toa 
non-excess profits tax year, but 
otherwise the apparent relief may 
disappear by reason of the income 
tax adjustment involving 24% of the 
amount of the income. 

The final question that arises with 
respect to these adjustments is the 
treatment to be accorded, in the 
computation of the base period in- 
come, of such portions of current 
year abnormal income as may be 
allocated to the base period years. 
As the Statute is written, there ap- 
pears to be no provision for adding 
such abnormal income to the base 
period income to increase the income 
exemption. However, the Senate 
Finance Committee report, which 
introduced the bill containing sub- 
stantially the same statutory provi- 
sions, stated that it was the intention 
of its framers to increase the base 
period income, and in turn, the ex- 
emption, for the abnormal income 
collected during current years but 
attributable to base years. Whether 
the indicated intention of the Senate 
will control, in the absence of a 
specific statutory provision, is some- 
thing that remains to be seen. It is 
another one of those doubtful ques- 
tions which will make more difficult 
the determination of which exemp- 
tion basis to use if the results of 
both methods should be close, and 
there was received in 1940, or worse, 
there is a possibility of there being 
received in the future, abnormal in- 
come of the type specified. 
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Invested Capital and Excess- Profits Credit 
Based on Invested Capital 


By Witt1aM LeRoy Asupaucu, C.P.A. 


R. COOPER has explained that 
1 in the computation of the ex- 
cess-profits credit based on income it 
is necessary to review not only the 
base period years (ordinarily the 
years 1936 to 1939 inclusive) but also 
where there are abnormalities to re- 
view the four preceding years when 
it is necessary to establish the basis 
for an adjustment founded upon an 
abnormality. 

While this may seem like digging 
into ancient history I would warn 
you that when we come to the con- 
sideration of the excess-profits credit 
based on invested capital we will 
need not only to review ancient his- 
tory but also the stone age. It will 
be necessary in all cases to at least 
review the accounts of the company 
from its inception. In many cases 
it will also be necessary to review 
the accounts of corporate predeces- 
sors and also the individual accounts 
of the incorporators of either the 
taxpayer or the corporate predeces- 
sors. 

Some of the provisions of the Sec- 
ond Revenue Act of 1940 covering 
the determination of the excess-prof- 
its tax credit based on invested capi- 
tal are fundamentally similar to pro- 
visions of the Revenue Acts of 1918 
and 1921. While there were provi- 
sions of the earlier Acts not con- 
tained in the present Act which we 
need not consider, in understanding 
some of the provisions of the pres- 
ent Act it may help to refer back to 
determinations under the prior Acts 
where the provision of the present 
Act is similar. 

It will probably serve no purpose 
to consider the sections of the Act 
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in numerical order. It is obvious 
that each of the sections 714 to 717 
inclusive are meaningless until one 
has completed the determinations 
under succeeding sections; therefore, 
these four sections may be better un- 
derstood if read in reverse order. 

The provisions for the determina- 
tion of the excess-profits credit based 
on invested capital contain no state- 
ments such as Section 713(b) (6) 
which specifically provides that “In 
no case shall the average base period 
net income be less than zero” and 
Section 713(c)(3)(B) which pro- 
vides that “the daily capital addition 
shall in no case be less than zero”. 
The construction of Section 718, as 
well as the fact that there is no re- 
quirement that a deficit in earnings 
and profits be deducted, indicate that 
neither equity nor borrowed in- 
vested capital would ever be less 
than zero; also that no item to be 
included or deducted will ever be a 
negative amount. 

The equity invested capital may 
have no relation to the net worth of 
the company. Net worth is based 
upon modern double entry accounts 
while in effect equity invested capi- 
tal is determined by single entry cal- 
culations with no trial balance or 
other ready means for proof of the 
result. 

Since the average invested capital 
(equity and borrowed) for the tax- 
able year is to be determined before 
making adjustments for inadmissible 
assets, adjustments for inadmissibles 
would in effect reduce the amount 
included as borrowed invested capi- 
tal. It is important to note that the 
inclusion of borrowed invested capi- 
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tal in the termination of the excess- 
profits credit is not an elective and 
that even though in some instances 
the adjustments to income may be 
to the taxpayer’s disadvantage, nev- 
ertheless if an election is not timely 
made under Section 712 the corpora- 
tion will be required to increase its 
net income by 50% of the interest on 
indebtedness treated as borrowed in- 
vested capital. 

While Section 715 provides for 
regulations to be issued precluding 
the necessity of determining the av- 
erage invested capital “on a basis 
other than a daily basis” this is only 
permitted where it “will produce an 
invested capital differing not more 
than $1,000 from an invested capital 
determined on a daily basis”. With- 
out first determining the amount on 
a daily basis I doubt whether the 
Commissioner is likely to find many 
cases where the difference would 
amount to “not more than $1,000.” 
This specific provision may invite 
unwarranted litigation if the Com- 
missioner should make sensible reg- 
ulations for determination of aver- 
age assets, etc., in determining the 
adjustment for inadmissibles. 

Having followed the provisions 
backward from Section 717 we find 
that under 714 the calculation of the 
excess-profits credit is merely “8 per- 
centum of the taxpayer’s invested 
capital for the taxable year”. 


Equity invested capital 


The general provisions for the de- 
termination of equity invested capi- 
tal are contained in Section 718. It 
should, however, be mentioned that 
where property has been paid in for 
stock in connection with certain ex- 
changes as defined in Section 750 
these general provisions are subject 
to certain limitations contained in 
Section 751 (a). 

Under prior excess-profits tax laws 
based on invested capital additional 
capital paid in was treated as in- 
vested capital for the day of receipt. 


Under the present law the determi- 
nation of the daily invested capital 
is made as of the beginning of such 
day. Therefore, additions and reduc- 
tions only affect subsequent days. 

The equity invested capital for any 
day is equal to the sum of the five 
items enumerated under Section 
718(a) reduced by the four items un- 
der 718(b). Rather than enumerat- 
ing the items it may be interesting 
to consider them in relation to each 
other. 

Paragraphs (a)(1) and (2) pro- 
vide for the inclusion of money and 
property paid in for stock, or as paid 
in surplus, or as a contribution to 
capital and (b)(1) provides for a re- 
duction for “Distributions made 
prior to such taxable year which 
were not out of accumulated earn- 
ings and profits.” While the two 
provisions are somewhat related it 
should not be assumed that the re- 
duction under (b)(1) is limited to 
the amounts included under (a) (1) 


and (2). The distribution under 
(b)(1) might be in excess of 


amounts included under (a)(1) and 
(2) if for instance distributions were 
in whole or in part out of apprecia- 
tion in value of assets subsequent to 
the date of receipt by the corpora- 
tion. 

Another reason why this might be 
true is that the amount permitted to 
be included under (a) (2) as an addi- 
tion to invested capital may be less 
than the value at the date of receipt 
by the corporation because of the 
limitation that “such property shall 
be included in an amount equal to its 
basis (unadjusted) for determining 
loss upon sale or exchange’”’. 

Prior excess- profits tax laws 
placed statutory limitations upon 
the amount which could be included 
as intangibles in the computation of 
invested capital. The present law 
makes no such distinction between 
tangible and intangible property. 

The Revenue Act of 1936 first pro- 
vided for the treatment as a dividend 
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of an amount paid “out of earnings 
or profits of the taxable year (com- 
puted as of the close of the taxable 
year without diminution by reason 
of any distribution made during the 
taxable year) without regard to the 
amount of the accumulated earnings 
and profits at the time the distribu- 
tion was made.” It would therefore 
appear obvious that a taxable stock 
dividend subsequent to 1935 would 
constitute an addition to invested 
capital under paragraph (a)(3)(A), 
since they were “considered distri- 
butions of earnings and _ profits”. 
Having been so considered it seems 
logical that they should be similarly 
treated in determining “The accumu- 
lated earnings and profits as of the 
beginning of such taxable year” un- 
der paragraph (a)(4) even though 
the deficit of prior years exceeded 
the earnings for the year in which 
the distribution was made. 

Paragraph (b)(1) provides for re- 
ductions in respect of “Distributions 
made prior to such taxable year 
which were not out of accumulated 
earnings and profits.” Questions 
have naturally arisen as to whether 
the reduction might be required in 
respect of say a dividend paid in 
1936 to 1939 inclusive out of earn- 
ings for the year as provided for in 
the previously quoted provision of 
the 1936 Act if there was an accumu- 
lated deficit for years prior to 1936 
substantially in excess of the aggre- 
gate of the earnings for the years 
1936 to 1939 inclusive. I venture 
the assumption that such a dividend 
was out of “accumulated earnings 
and profits.” 

In the regulations under the prior 
excess-profits tax acts reserves for 
income and excess-profits taxes of 
the preceding year were included as 
a part of the surplus and undivided 
profits at the beginning of the tax- 
able year. While undivided profits 
sarned during the taxable year were 
not an addition to the invested capi- 
tal the regulations required a reduc- 


tion of the invested capital by the 
Federal income and _ excess-profits 
taxes for the preceding taxable year 
prorated from the dates on which the 
quarterly installments became pay- 
able. Possibly regulations to be is- 
sued will provide for similar treat- 
ment. 

Section 718(c) (4) is written in the 
future tense and apparently contem- 
plates that the net tax base of the 
assets of the merged or eliminated 
company would have been reflected 
in the invested capital of the result- 
ing or surviving company in a man- 
ner which, other than for the provi- 
sions of this paragraph, would result 
in duplication. This paragraph was 
added by the Conference Committee 
and their report contains no explana- 
tion as to how it is to be applied. 
The surviving company in the case 
of a merger may have been in exist- 
ence before the merger however for 
the purpose of the paragraph it 
would appear to be treated as a “cor- 
poration resulting from the transac- 
tion.” 

The concluding sentence of Sec- 
tion 718(b) (4) provides a limitation 
that “The amount of the reduction 
under this paragraph shall not ex- 
ceed the accumulated earnings and 
profits as of the beginning of such 
taxable year”. Each year’s invested 
capital includes the earnings and 
profits accumulated to the close of 
the preceding taxable year. There- 
fore, in the calculation of the in- 
vested capital for succeeding taxable 
years accumulation of earnings and 
profits may be negatived by the limi- 
tation until the aggregate accumula- 


tion exceeds the reduction under 
718(b) (4). 
Section 718(a)(5) and (b)(4) 


were included in the Act by the Con- 
ference Committee and are not ex- 
plained in their report. These sec- 
tions should not apply to a liquida- 
tion prior to January 1, 1936. It may 
be interesting to speculate as to 
whether the first of these sections 
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could apply to a case where, other 
than for the provisions of Section 
112(b) (6) there would have been a 
loss on the liquidation even though 
the calculation under the provisions 
of Paragraph (a) (5) would result in 
an addition to the invested capital. 
Similarly, a question may be raised 
as to whether (b) (4) would have any 
effect if other than for the provisions 
of Section 112(b) (6) the liquidation 
would have resulted in a gain and 
calculations under the provisions of 
the paragraph would result in an 
amount which otherwise would act 
as a reduction. In neither of these 
sections is any mention made of the 
inclusion of deferred charges of the 
liquidated subsidiary in the calcula- 
tion of the increase or reduction. It 
may also be mentioned that in both 
paragraphs the adjusted basis of the 
stock of the subsidiary is not de- 
scribed as to whether it refers to the 
adjusted basis for the determination 
of loss if such an amount differs from 
adjusted basis for the determination 
of gain. Similarly the adjusted basis 
for the property received is to be in- 
cluded in the calculation without ex- 
planation as to whether this refers 
to adjusted basis for the purpose of 
determining gain or loss. 


Equity invested capital— 
Special cases 

In order to invoke Section 723 it 
is necessary that the Commissioner 
find that the equity invested capital 
as of the beginning of the first tax- 
able year cannot be determined 
under Section 718. Some have sug- 
gested that the determination under 
Section 718 is theoretically a simple 
matter and that if the records are 
available it is merely a problem of 
computing various amounts to be in- 
cluded or deducted. 

Recognizing the problems that 
were presented in determining in- 
vested capital under prior Acts I 
cannot agree that the matter is so 
simple. Nontaxable transactions 


have occurred in the intervening 
twenty years which make the de- 
termination of invested capital in 
many cases more complicated than 
it was under the prior Acts. 

The more complicated provisions 
of Section 718 in many cases arrive 
at the same result as the simple one- 
paragraph statement in Section 723. 
It is therefore difficult to understand 
why one should be required to make 
the elaborate calculations under Sec- 
tion 718 unless it is an endeavor to 
avoid simplicity. There is no ap- 
parent justification for the necessity 
of the Commissioner first determin- 
ing that the equity invested capital 
cannot be calculated under Section 
718 and I believe taxpayers should 
have been given an option to adopt 
Section 723 without such a negative 
determination by the Commissioner. 

Section 723 provides for the inclu- 
sion of assets other than money at 
their ‘adjusted basis”; presumably 
this refers to the adjusted basis for 
the determination of gain. If this is 
the intention, why was it not specific- 
ally so provided? As I previously 
mentioned in the determination of 
equity invested capital under Section 
718 property paid in is to be “in- 
cluded in an amount equal to its 
basis (unadjusted) for determining 
loss upon sale or exchange”. I have 
assumed that the adjusted basis re- 
ferred to in other places is the ad- 
justed basis for determination of 
gain on sale or exchange. My rea- 
son for assuming that the “adjusted 
basis” referred to in Section 723 is 
not the “adjusted basis for determin- 
ing the loss” is that in most cases 
the basis for loss or gain is the same 
and if any other basis were intended 
it should have been so stated as it 
was in 718(a)(2). 


Inadmissibles or admissibles? 
Section 720(d) permits an election, 
to be exercised in the return, for the 
treatment of government obligations 
as admissible rather than inadmis- 
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sible assets. As in the case of bor- 
rowed invested capital, there is an 
offsetting increase in the excess-prof- 
its net income if the company exer- 
cises this election. It should be 
noted that the election is required 
to be made in the tax return; also, 
if exercised, the election applies to 
all obligations and may not be ex- 
ercised as to only part of the securi- 
ties that may be owned by the cor- 
poration. 

Cases where it might not be to 
the taxpayer’s benefit to exercise the 
election would be those where a cor- 
poration has substantial liabilities 
which cannot be treated as borrowed 
invested capital or where the rate of 
interest on the government obliga- 
tions is high. 

It may be interesting to speculate 
on the meaning of the words “such 
inadmissible asset” contained in 
paragraph 720(c). The regulations 
under the prior excess-profits tax 
act attempted to interpret the words 
“such asset” as requiring inadmis- 
sibles to be separately accounted for 
as to each issue or class of inadmis- 
sible securities held by a corpora- 
tion. I know of only one case that 
was ever litigated on this point and 
the regulations were not sustained. 
In Securities Investment Fund, Inc., 
1 BTA 279 it was held that a corpo- 
ration owning stock in different do- 
mestic corporations and receiving 
dividends from some and profits from 
the sale of others was entitled to 
include in admissible assets such a 
part of the capital invested in the 
shares as the profit from the sales 
bore to the total income from all 
inadmissible assets. 


Examples 

I have probably raised enough 
questions to indicate that detailed 
study of the invested capital provi- 
sions particularly of Section 718 are 
so technical and confusing as to make 
them in many cases practically un- 
workable. It will be interesting to 


see whether the regulations when 
issued are helpful. 

Some of the questions presented 
for consideration may cover com- 
plicated cases. However, I would 
like to state a few examples which 
are fairly simple and then show how 
complicated the provisions of Sec- 
tion 718 really are. 

Let us take a case involving Sec- 
tion 112(b)(6). Assume A corpo- 
ration, organized in January 1930, 
issued its entire capital stock for 
$100,000 cash. On December 31, 
1935 it purchased the stock of B 
corporation for $200,000 cash when 
the tax base of B Corporation’s as- 
sets was only $25,000. B had no net 
earnings in 1936 and was liquidated 
under Section 112(b)(6) in January 
1937. <A’s accumulated earnings 
were: 


At date of acquisition of 


B Corporation ....... $ 50,000 
At date of liquidation of 

B Corporation ....... 75,000 
At January 1, 1940...... 150,000 


We are now presented with the 
question of determining the invested 
capital of A corporation as of Janu- 
ary 1, 1940. Under the provisions 
of paragraph (a)(1) the cash orig- 
inally paid in for the stock was 
$100,000. The accumulated earn- 
ings and profits at January 1, 1940 
amounted to $150,000 making a total 
of $250,000. Since the tax bases for 
the assets of B corporation are only 
$25,000 and the base to A for stock 
of B is $200,000 there apparently 
would be a reduction under para- 
graph (b)(4) of not more than 
$175,000. However, the limitation 
would apparently apply and the re- 
duction could not exceed the earn- 
ings and profits of A corporation. 

I believe the reduction if required 
is technically to be made up to 
$150,000 and the invested capital of 
A corporation may now be back to 
the original cash paid in of $100,000 
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even though it has itself earned and 
accumulated earnings and profits 
amounting to $150,000. Also even 
though it earns and accumulates 
$25,000 during the calendar year 
1940 it will have no more invested 
capital for 1941 than it has for 1940. 

One case in which calculations un- 
der Section 718 would result in a 
greater amount of invested capital 
than is permitted under Section 723 
would be where there is an accumu- 
lated operating deficit rather than 
accumulated earnings and profits at 
the beginning of the first taxable 
year. As an example, if corporation 
X had original capital paid in of 
$1,000,000 cash and has had an ac- 
cumulated deficit in earnings and 
profits of $400,000 and paid no divi- 
dends its invested capital determined 
under Section 723 apparently would 
be only $600,000 whereas determined 
under Section 718 there would be no 
reduction because of the accumulated 
deficit and therefore the original 
capital of $1,000,000 would consti- 
tute the equity invested capital. 

A case where a corporation would 
be entitled to a credit based entirely 
on borrowed invested capital and 
would have had no credit under prior 
excess-profits tax acts is as follows: 

An individual organized the Q 
company and turned into it property 
having a cost to the individual of 
$110,000 subject to mortgages of 
$100,000. The value of the property 
at the time transferred to the corpo- 
ration was $250,000 so that at its 
inception the corporation had a net 
worth of $150,000 although the 
amount to be included as property 
paid in is only $10,000. 

Now assume a further increase in 
value of the property of say $300,000 
with no earnings and profits and a 
distribution to the shareholders of 
$200,000 which could not have been 
out of other than appreciation. The 
value of the property in the corpo- 
ration is now $550,000 subject to the 
first mortgage of $100,000 and with 


liabilities of say a second mortgage 
of $200,000 representing the amount 
borrowed to make the distribution 
to the shareholders. 

Obviously, there is no equity in- 
vested capital; yet the corporation 
would apparently be permitted to in- 
clude as borrowed invested capital 
$150,000, being 50% of the sum of 
the first mortgage at the date of re- 
ceipt of the property, plus the second 
mortgage incurred in connection 
with the distribution to the share- 
holders. 


Conclusion 

A domestic corporation in exist- 
ence on January 1, 1940 or which be- 
cause it is an acquiring corporation 
is permitted an election under Sec- 
tion 741 is required to make the elec- 
tion to use the credit based on income 
otherwise its credit will be based on 
invested capital. Section 712 re- 
quires that the election must be made 
in the return filed “before the expira- 
tion of the time prescribed by law 
for filing such return”. I would as- 
sume where a corporation has ob- 
tained an extension of time within 
which to file its return and files the 
return within the time as so extended 
it should be permitted to make the 
election to adopt the credit based on 
income. It is however possible that 
regulations will require that the elec- 
tion be made in the tentative return, 
which is required to be filed as a 
basis for the extension. It is there- 
fore important that the preliminary 
work of reviewing the determination 
of the credit on the two bases be 
completed at an early date in order 
that the company may be in a posi- 
tion to intelligently decide as to 
whether it desires to adopt the elec- 
tive credit based upon income. If the 
credit is based upon invested capital 
the treatment of borrowed capital as 
invested capital with the adjustment 
for one-half of the interest on bor- 
rowed capital is mandatory. How- 
ever, the treatment of government 
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securities as admissible instead of 
inadmissible is an elective treatment, 
the election to be exercised by the 
corporation “in its return for such 
year”. 

[ might also mention again in 
closing that the taxpayer has no right 
to elect to adopt the basis of deter- 
mining invested capital under Sec- 
tion 723. If the taxpayer has not 
elected to use the credit based on 
income and the Commissioner deter- 
mines that the equity invested capi- 
tal cannot be determined in accord- 
ance with Section 718, the taxpayer 
may be forced to accept the deter- 
mination under Section 723 or in the 
alternative be forced to litigate the 
Commissioner’s finding even though 
the determination under Section 723 
is less favorable to the taxpayer than 
the credit based on income would 
have been. 

It is also important to note that 
Section 722 grants broad authority 
to the Commissioner to adjust in- 
come or capital where abnormalities 
exist. If this section is sustained as 
constitutional and is not amended, it 
may be invoked by the Commissioner 
to the company’s detriment; how- 
ever, his determination is specifically 
“subject to review by the United 
States Board of Tax Appeals”. This 


section therefore should not be 
looked upon as merely a relief pro- 
vision. 

I have directed my remarks to the 
determination of the invested capital 
credit of the ordinary taxable domes- 
tic corporations. Foreign corpora- 
tions engaged in trade or business 
within or having an office or place of 
business in the United States and 
corporations entitled to the benefits 
of Section 251 are governed by Sec- 
tion 721. The United States assets 
are to be included in the calculation 
without reduction for liabilities. 
Regulations are specifically author- 
ized by this section and may present 
more problems than are now antici- 
pated. 

Consolidated returns and rules in 
connection with certain exchanges 
are to be discussed by Mr. Seidman. 
I do not envy him his task of gazing 
into the crystal ball to see what the 
Commissioner may provide for in the 
regulations to be issued. 

As I warned you at the outset we 
are all now faced with reviewing not 
only ancient history but also the 
dark ages of many of our corporate 
clients. For my part I do not expect 
that we and counsel for our clients 
will be able to give definite and con- 
clusive answers to many of the prob- 
lems that will be encountered. 
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Exchange Provisions of the New Excess- 
Profits Tax Law 


By J. S. Seman, C.P.A. 


ITH respect to consolidated re- 

turns, for income tax purposes, 
only a group of railroad corpora- 
tions can file a consolidated return. 
For excess-profits tax purposes, the 
door is wide open. Everybody can 
come in, provided that there be the 
inter-link of 95 per cent stock owner- 
ship in the same way as is provided 
for railroad corporations. 

There are some “ifs” and “buts” 
in respect to admissibility beyond 
the pearly gates that lead to the 
right to file a consolidated return. 
The first exception is that the con- 
solidated group cannot include any 
corporation that is itself exempt 
from excess-profits tax. Another ex- 
ception is that the consolidated 
group cannot include a_ personal 
service corporation. Another excep- 
tion is that the consolidated group 
cannot include a foreign corporation. 

If any of these groups that can- 
not get by the door, is a parent 
company, then the whole sub-struc- 
ture falls, and there can be no con- 
solidated return. But if any of these 
non-includible groups is a_ child, 
rather than the parent, then it is 
merely necessary to eliminate that 
child and all of its descendants. 

The precise character of that choice 
is uncertain. We do not know, for 
example, whether, if a consolidated 
return is filed one year, separate 
returns can be filed the next year, 
or vice versa. There is nothing in 
the law about it, but the probabili- 
ties are that the regulations will 
command that once a start is made 
with consolidated returns, there can 
be no stop without permission of 
the Commissioner. That is now the 


rule for consolidated returns of rail- 
road corporations. 

Also, we do not now know how 
consolidated income is to be com- 
puted. All we do know is that the 
entire group of corporations to- 
gether has just one $5,000 exemp- 
tion. Other than that, we have to 
wait until the regulations come out, 
for the whole matter is, under the 
law, left for disposition by the regu- 
lations. 

One word of advice: if a con- 
solidated return will be filed, hold 
it until the last possible day for the 
filing. The law says that the return 
is subject to regulations that may 
be issued up to that date. A re- 
turn filed beforehand can be a re- 
turn filed in the blind. 

Now, for the exchange provisions. 
When the excess-profits tax law 
was passed, one of the Congressmen 
referred to it as a “monumental stat- 
utory incomprehensibility.” The ex- 
change provisions were his real 
target. 

However, we become indulgent 
and tolerant of the provisions when 
we understand what they are aim- 
ing at. Of the provisions in the 
statute that seek to do right, the 
exchange provisions are up near the 
top. In the first place, the tax of a 
corporation is in some way meas- 
ured by its income from 1936 to 
1939. Suppose we have a corpora- 
tion that was organized in 1940. It 
has no income for 1936 to 1939. But 
suppose that corporation is merely 
the successor to a corporation that 
did exist in those vears. Or suppose 
we have one corporation in 1940 
which is the outgrowth of ten cor- 
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porations in those years. The ex- 
change provisions come along and 
tell us that we can take the income 
during the base period of all these 
corporations and attribute it to the 
taxpayer. Nothing could be fairer 
than that. 

Then there is another problem, 
cutting the opposite way. The ex- 
cess-profits tax involves graduated 
rates that step up in accordance 
with the amount of excess-profits 
tax income. Under that pattern, two 
corporations can live cheaper than 
one, just as two individual taxpayers 
will pay a smaller tax than one tax- 
payer having their combined in- 
come. In all fairness, if there ex- 
ist two corporations in 1940 that 
are merely the result of a split-up 
of one, then the exchange provisions 
declare that they shall be regarded 
as one in figuring the applicable 
tax rates. 

And so, basically, the exchange 
provisions attempt to spell out equity. 
However, the precise application of 
the principles involve all sorts of 
frills and fancies—and sometimes 
aberrations. 

Let us tackle, first, the part about 
using the earnings of a predecessor. 
In the first place, what do we mean 
by a predecessor? What is the re- 
lationship that must exist between 
the taxpayer and the erstwhile cor- 
poration? The type of hookup is 
prescribed by the statute and no 
other hookup qualifies. The connec- 
tion must be by way either of a 
statutory merger or consolidation, 
or by something that is the practical 
equivalent of a statutory merger or 
consolidation. 

This chain is also complete where 
the present corporation is a parent 
company that had liquidated a sub- 
sidiary company under the provi- 
sions of section 112(b)(6). Or, you 
can have a sort of hookup where one 
corporation takes over the assets of 
another in return for all of the stock 
of the acquiring corporation. 


If the inter-link came about in 
any of these ways, then we have the 
background for including with the 
taxpayer’s base period income, the 
income of the pre-existing corpora- 
tions. 

But! In the first place, this whole 
scheme applies only to domestic cor- 
porations. Secondly, if a take-over 
of another corporation is involved, 
then the base period is defined a 
little differently. It is riveted to a 
fixed period of forty-eight months. 
Ordinarily it can expand to fifty-nine 
months, if there has been a change 
of accounting period, but here it is 
forty-eight months, come what may. 

These forty-eight months are 
measured back from the starting 
date in 1940 of the corporation’s tax 
year. If we have a calendar-year 
corporation, the base period there- 
fore starts on January 1, 1936. That 
date is highly significant. It brings 
into play an important limitation on 
the right to use the income of a pre- 
decessor. 

Its income cannot be used unless 
the predecessor was in existence on 
January 1, 1936, or can trace its ex- 
istence to that date through its own 
predecessor. If it cannot; if it goes 
back only to January 2, 1936, it 
does not make any difference at all 
what its income amounted to during 
that base period, the right to include 
the income is lost. 

There is another sharp limitation. 
Suppose the taxpayer becomes a suc- 
cessor to another corporation in the 
middle of 1940. It is obvious that 
the taxpayer’s income will be af- 
fected by the take-over only for the 
remaining half of the year. The law 
therefore says—that only half of pre- 
decessor’s income during the base 
period is to be used in figuring the 
1940 tax (All of it would be used 
for the 1941 tax since the take-over 
will be effective for all of 1941). 
Though reference has been made to 
one half, actually the proportions are 
on a daily basis. 
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But here is a surprising provision. 
The law says that if the taxpayer was 
not in existence on January 1, 1936, 
then even its own income up to the 
time of the take-over cannot be used 
for base period purposes. Let us 
examine the implications of that. 
Suppose we have a corporation or- 
ganized January 1, 1937, and it has 
an income of a million dollars in 
1937, 1938 and 1939. Now, if nothing 
else happened and it filed its excess- 
profits tax return for 1940, its base 
period income would be this three 
million dollars divided by four, (plus 
constructive income for 1936). 

Now, let us suppose that on Janu- 
ary 1, 1939, it acquired a little $10,000 
income corporation. That innocuous 
event bars the taxpayer from the use 
of its million-dollar income for 1937 
and 1938. It can take only the 
$10,000 income of the little principle 
of a predecessor corporation, and 
then only if the principle were in 
existence on January 1, 1936. If it 
weren't, the taxpayer loses its right 
to the income method altogether. 

In other words, the principle 
originally stated about using prede- 
cessor figures now gets down to this: 
Predecessor income can be added 
only if the predecessor was in ex- 
istence on January 1, 1936, or could 
trace its existence to that date 
through its own predecessor. Inso- 
far as the taxpayer is concerned, its 
income cannot be used at all up to 
the time of taking-over another cor- 
poration, if the taxpayer was not in 
existence on January 1, 1936. 

Let us now consider the problem 
about the corporation that splits-up 
so that the two units can live cheaper 
than one. The law attempts to pre- 
vent that economy by prescribing 
that if there is such a split-up, then 
instead of the income brackets going 
from $20,000 to $500,000, the income 
brackets are reduced proportionate 
to the split-up. In other words, if 
a corporation splits in two, then the 
income brackets for each of the two 


are no longer $20,000 to $500,000 but 
rather $10,000 to $250,000. 

This rule applies only to the split- 
ups that take place after the excess- 
profits tax begins for a corporation. 
What do we mean by a split-up? 
What is the process that a corpora- 
tion must go through to be regarded 
as a split-up? Essentially, a split-up 
is defined as a tax-free reorganiza- 
tion where assets are transferred to 
another corporation and the trans- 
ferring corporation is in control of 
the other corporation. Control for 
this purpose is a little different from 
the income tax definition of control. 
Under the income tax laws, control 
is the ownership of 80 per cent of 
the various classes of stock. For 
split-up purposes, control involves 
90 per cent. By dividing up a cor- 
poration in any different circum- 
stances, the income brackets are 
preserved. 

How do we know the extent of the 
split-up? How do we know when 
a split is in two, or any other part? 
The answer is simple and fair. The 
split-up is measured by the propor- 
tion of invested capital of the trans- 
teror after the exchange, to what it 
was on the day of the exchange. In 
other words, if a company has a mil- 
lion dollars of invested capital and 
it transfers out a half-million of in- 
vested capital, it has split in two. 

Suppose a corporation splits up 
in half but transfers one-half of that 
half, or a quarter, to one corporation 
and the other quarter to another cor- 
poration. The transferring corpora- 
tion parted with half of its invested 
capital, and so its income brackets 
are reduced in half, from $10,000 to 
$250,000. One corporation got a 
quarter, and so its income brackets 
are from $5,000 to $125,000 or one- 
quarter of the amount otherwise pro- 
vided by law; and the same with the 
other corporation. 

If the split-up takes place during 
the year, then obviously it has been 
effective only for part of the year. 
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During that year proportionate ad- 
justment is therefore made, based on 
the number of days involved. 

The important and basic point is 
that whenever you get all through, 
the effect should be to tax the total 
number of corporations resulting 
from a split-up in exactly the same 
amount as would have been the case 
if there had been no split-up. 

If by splitting up corporations, the 
income brackets are stepped down 
in order to prevent reducing the tax, 
then it should also follow that by 
contracting or welding corporations, 
the income brackets ought to be 
stepped up. To some extent that 
is permitted, though in a _ very 
guarded and limited way. If a parent 
company liquidates an 80% owned 
subsidiary, and the liquidation comes 
under section 112 (b) (6), then the 
parent company is permitted to step 
up its income brackets by the amount 
of the subsidiary’s income brackets. 
However, the permitted step-up is 
limited so that it cannot allow the 
parent company more than the nor- 
mal brackets of from $20,000 to 
$500,000. In other words the only 
relief the provision affords is that 
if, because of previous split-ups, the 
parent company had lower income 
brackets than those running to 
$500,000, then, by virtue of the step- 
up provision, the parent company 
can come up to the $500,000 top. 
There is a quirk even here, in that 
the step-up does not apply at all 
unless since January 1, 1940 (for 
calendar year corporations) the par- 


ent company had made a split-up 
into the subsidiary that the liquida- 
tion now undoes. 

These are the highspots of the ex- 
change provisions. We will never 
recognize them in the way they are 
here described compared with the 
way the statute goes about it. The 
statute uses all sorts of fancy terms. 
For example, it refers to an acquir- 
ing corporation. That refers to the 
corporation that takes over another. 
The statute refers to a component 
corporation. That is the corpora- 
tion taken over. The statute also 
alludes to a component corporation 
of a component corporation. That 
is merely the predecessor of a pre- 
decessor. The term qualified com- 
ponent corporation is used in the 
statute. That is merely a prede- 
cessor in existence at the beginning 
of the taxpayer’s base period. The 
statute also uses the term trans- 
feror on an exchange. That is a 
corporation that goes through a 
split-up. A “transferee upon an ex- 
change” is the receptacle of the 
property in the split-up. 

If we now re-read the statute and 
instead of expressions such as the 
ones mentioned we employ their 
simple substitutes, we will find sup- 
port for what was said at the outset 
of this article—the exchange provi- 
sions may be tough going, but they 
are geared to a logical pattern born 
out of the desire to do equity—even 
though every now and then they 
badly lose sight of the objective 
and go off the deep end. 
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Tax Problems to be 


Considered before 


the End of the Year 


By Awnprew B. TRUDGIAN 


Y TOPIC this evening is “Tax 

Problems to be Considered be- 
fore the End of the Year,” and I can- 
not better begin than by setting 
forth a tax problem and its solu- 
tion— 

A gentleman in this city, whom 
I have known for many years, was 
sometime back informed by his 
wife that because of a number of 
indiscretions on his part she 
would insist upon a divorce with 
plenty of alimony. Upon consult- 
ing with his attorney concerning 
the matter he was amazed to learn 
that any alimony payments he 
might make would not be deduct- 
ible in determining his taxable in- 
come. When he himself then sug- 
gested that instead of paying ali- 
mony he would create a trust in 
favor of his wife, he was stunned 
by the answer that under the deci- 
sion in Douglas v. Willcuts the in- 
come of such a trust in lieu of ali- 
mony would be includible in his 
gross income. 

Pondering his situation by him- 
self he grew very morose and later 
developed some kind of a kidney 
condition. At last after continu- 
ally brooding over his misfortunes 
he decided to kill himself. By this 
time he had become so ill that he 
was confined to his bed, and be- 
cause his physician had somehow 
guessed his intention was kept 
under the constant surveillance of 


his bedroom onto the balcony out- 
side with the intention of throw- 
ing himself over the low rail 
around the balcony down into the 
street ten floors below. 


Fortunately, because pajamas 
pinched him, he always wore a 
very full skirted night-shirt and so 
it happened that while he was 
poising himself for his leap a 
strong blast from the north wind 
blew his night shirt up over his 
head. Then while he was trying 
to get it down so that he could 
see to jump, he suddenly remem- 
bered that he had forgotten to take 
some short-term stock losses 
against short-term capital gains. 
Immediately realizing the effect 
this would have on his tax situa- 
tion for the year he decided to 
postpone dying until he had given 
his brokers the proper orders. In 
the meantime his lawyer had 
looked up alimony trusts and the 
next day advised him that if there 
was a divorce under the laws of 
Nevada, with a proper alimony 
trust drawn, he would not be per- 
sonally taxable on the trust’s in- 
come. This made him so happy 
that he no longer wanted to die 
and because of the change in his 
frame of mind he rapidly recov- 
ered from his illness. He is now 
living happily ever afterwards. 


Undoubtedly all of you, in the 


day and night nurses. However, course of your practice, have run 
he waited and one night late in across tax situations of equal com- 
December the nurse on duty dozed_ plexity and seriousness. I have 
off in her chair beside his bed. In brought this particular one to your 
a flash he slipped out of bed and attention in order to emphasize the 
climbed through the window of importance of tax problems, and, 
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Tax Problems to be Considered before the End of the Year 


therefore, of my subject this evening. 
My subject is divisible under three 
principal subject heads: 


1. What is the tax effect of what 
has already happened during the 
year? 

2. What must be done to save 
taxes between now and the end of 
the year? 

3. What final elections must be 
made for the year? 

We will consider these in order: 

One—What is the tax effect of 
what has already happened during 
the year? In the light of the Excess- 
Profits Tax alone, there must be no 
delay in ascertaining what tax situa- 
tions exist because, as will be subse- 
quently pointed out, certain elections 
must be made that require an exact 
knowledge of facts, the absence of 
which, may result in a bad guess and 
an irremediable overpayment of 
taxes. You must immediately ascer- 
tain the facts to date with reference 
to your clients and study the tax re- 
sults of those facts. And by “ascer- 
taining the facts,” I do not mean 
merely reading journal entries, but 
going back of the entries to con- 
tracts, deeds, invoices, and minute 
books. Also by “studying their re- 
sults,’’ I do not mean merely going 
through the process of deciding what 
is the “plain sense” effect of a trans- 
action but looking up the law, regu- 
lations, and decisions, to find out 
what is the Commissioner’s or the 
Courts’ construction. You will often 
be surprised how different their 
viewpoint is from yours, also how 
frequently it has changed. 

In considering the affairs of tax- 
payers you should first classify them 
into individuals, partnerships, fidu- 
ciaries, and corporations; then again 
into domestic and foreign ; and if for- 
eign, into resident and non-resident, 
taking into consideration whether or 
not they have an office or place of 
business in the United States, or are 


doing business here. In addition 
they should be classified into sol- 
vent, insolvent, and let us say 
“shaky.” Particular consequences 
may attend all of these situations. 

You should also carefully consider 
the exact nature of items of receipt 
and expenditure. Is the item income 
at all? Is it income from a trade or 
business? Is it income from an in- 
vestment—if so, what kind? Is it a 
gain from a sale and, if so, capital or 
other gain? If capital gain, long- 
term or short-term? Is the taxpayer 
on the cash basis or the accrual 
basis? Does the item belong in this 
year or some other under the law 
and regulations? 

Is a particular item deductible? Is 
it a business deduction or some other 
kind? Is it a long-term loss or a 
short-term loss? Does it belong in 
this year or some other year? Is it 
deductible by this particular tax- 
payer or another. 

After having asked yourself these 
questions, and as many more helpful 
ones as you can think of, then 
thoroughly look up the law and de- 
cisions for their answers. And I 
mean look them up freshly. You 
must not, under any conditions, act 
on the Regulations and decisions as 
you recall them from some previous 
reading because they are changing 
constantly. 

For example: The Regulations 
now provide that if buildings are 
erected or improvements made by a 
lessee, the lessor shall include in 
gross income as of the date he ac- 
quires possession or control an 
amount equal to the excess of the 
value at that time of the real estate 
with the improvements over the 
value at that time of the real estate 
without the improvements. But this 
was not the rule prior to July 2, 1940. 
Under the Regulations as they then 
read, the lessor had the option of— 

(a) Reporting as income for the 
taxable year in which the improve- 
ments were completed their fair 
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market value at the time of their 
completion, or 

(b) Reporting as income when 
the improvements were completed 
their fair market value subject to the 
lease, or 

(c) Spreading over the life of the 
lease the estimated depreciated value 
of the improvements at the expira- 
tion of the lease and reporting as in- 
come for each year of its term an 
aliquot part of such value. 


In passing on a 1940 transaction 
involving improvements by a lessee, 
would you have looked up the law or 
simply relied on your memory of the 
prior rule that had been in existence 
over twelve years? 

And let me warn you that merely 
considering the current rulings and 
regulations in connection with a tax 
transaction is utterly insufficient. 
The broad principle underlying the 
current rulings and decisions may not 
be fixed and you must endeavor to 
forecast what the final rule will be. 
To illustrate :—for years the rule has 
been that amounts received as ad- 
vance payments of rent constitute 
taxable income in the year of re- 
ceipt, even though they may relate 
to future years, and the taxpayer 
may be on the accrual basis. C. H. 
Mead Coal Co., 31 B.T.A. 190 (1934) ; 
Grauman’s Greater Hollywood Theatre, 
Inc., 37 B.T.A. 446 (1938). 

In line with the principle underly- 
ing this rule the Board of Tax Ap- 
peals held in Automobile Underwriters 
Inc., 19 B.T.A. 1160 (1930) that a tax- 
payer in the underwriting business 
keeping its books on the accrual basis 
should include membership fees cov- 
ering services for a three year period 
as income of the year when received. 

As late as 1938, the Treasury ruled 
that amounts received by a publish- 
ing company for subscription service 
to be rendered in succeeding years 
constituted taxable income in the 
year of receipt, although the tax- 


payer employed the accrual method. 
G.C.M. 20021, 1938-1 Cum. Bul. 157. 

But now there is apparently some 
modification in the concept of what 
is the fundamental theory that un- 
derlies such type of transactions. 
Only recently the Treasury has ruled 
that prepaid subscriptions, where the 
subscription period extends beyond 
the taxable year of receipt, may be 
treated by a publisher in either of 
two ways :—(1) He may include the 
entire subscription as income of the 
year in which received, or (2) he may 
report on aliquot part of the sub- 
scription as income for each year for 
which it is paid. This ruling, in the 
face of the prior decisions and rul- 
ings, is surprising, and more surpris- 
ing because it cites none of the prior 
rulings and decisions. Even G.C.M. 
20021, published only two years be- 
fore is ignored. What then must you 
do if you are now considering a pre- 
paid rent question for a taxpayer on 
the accrual basis—blindly take as 
final the rulings and decisions as they 
now stand? I would say no. My 
advice is that before taking any ac- 
tion you carefully analyze and dis- 
tinguish the decisions and search for 
the true rule. What often causes 
an apparent conflict in decisions is 
a turn of the facts. So far as an ad- 
vance payment of rent is concerned 
it would seem that if any unearned 
portion of such payment is return- 
able in the event of a premature ter- 
mination of the lease, the total pay- 
ment should be spread over the term 
of the lease. On the other hand 
where no part of the prepaid rental 
is to be returned, then there would 
seem no reason why the present rule 
should be modified. 

But, in addition to looking up and 
interpreting rulings and decisions 
you also must keep informed with 
respect to the latest provisions of the 
law itself. Even the law is con- 
stantly changing, and you cannot 
afford to overlook any tax advantage 
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that it offers because you have failed 
to read some new provision. To 
illustrate:—There is the relatively 
new provision that where an indi- 
vidual receives compensation for per- 
sonal services rendered in his indi- 
vidual capacity over a period of five 
or more calendar years from the be- 
ginning to the completion of his serv- 
ices, the tax attributable to the com- 
pensation in the taxable year when 
it is received shall not exceed the 
aggregate of the taxes attributable 
to the compensation had it been re- 
ceived in equal portions in each of 
the calendar years included in the 
period during which the services 
were rendered. 

There are also the provisions per- 
mitting the net operating loss for any 
taxable year or period beginning af- 
ter December 31, 1938, to be carried 
over against the two succeeding 
years. The right to a net loss carry- 
over is frequently determinative of 
tax problems, particularly one aris- 
ing in connection with the adoption 
of a first fiscal year, or the changing 
ofa taxable year. The Tax Consult- 
ant must always carry with him the 
memory of the right granted by the 
law to carry forward net losses. 

The second division of my topic— 
“What is to be done between now 
and the end of the year?”—is more 
interesting because it involves, to a 
more or less extent, creative think- 
ing in addition to pure analysis and 
research. Under this division I shall 
refer to a few things that can be 
readily and properly done and to 
“schemes.” 

And first, trite as the subject may 
be, I will warn you that the exact 
status of debts due your taxpayer 
should be ascertained and if any have 
been found uncollectible they should 
be charged off. You cannot over- 
look the charge off. In yet another 
case, Heiner v. Gwinner, decided just 
recently by the Circuit Court of Ap- 
peals for the Third Circuit, a tax- 
payer lost the right to a $30,000 bad 


debt deduction because there had 
been no charge off in the year it 
became worthless. 

Moreover, in connection with this 
subject of bad debts, I desire to point 
out that under the decision of the 
United States Circuit Court of Ap- 
peals for the Second Circuit in Hersko- 
vitz v. Commissioner, 110 Fed. (2d) 
272, the taxpayer is no longer at the 
mercy of the Commissioner in deter- 
mining when a debt has become bad. 
On the contrary, under the decision 
in that case taxpayers have a very 
reasonable latitude in fixing the time 
of worthlessness. It would seem 
that the game so often played by the 
Commissioner and taxpayer of chas- 
ing the magic date of “worthless- 
ness” through the years should be in- 
dulged in less often hereafter. 

But, to continue, you all know that 
if there are short-term gains short- 
term losses may be taken to offset 
them ; also that long-term losses are 
available to a more or less extent in 
reducing the taxes of individuals, 
and, in the case of years beginning 
after December 31, 1939, are deduc- 
tible in determining the net incomes 
of corporations. With this in mind 
between now and the end of the 
year, whee it is desirable, long-term 
losses should be realized. 

In speaking of losses some of you 
may have overlooked the fact that your 
client, whose investment in certain 
short-term securities show an unre- 
alized gain and who has taken or may 
realize short-term losses for the year, 
or who has a net short-term loss 
carry-over from the preceding year, 
can step up the basis of gain or loss 
of the short-term securities showing 
the unrealized profit by selling and 
at once repurchasing them. The 
short-term losses available may be 
offset against any resulting gain 
from selling the short-term securi- 
ties that show a profit. At the same 
time the higher cost of the securi- 
ties when repurchased will be their 
basis for gain or loss when subse- 
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quently resold because the “wash- 
sales” provisions of the law do not 
apply to gains. 

Also while speaking of securities 
it is well to remind you that the long- 
term losses of a wife are available in 
determining the Federal income tax 
of her husband if a joint return is 
filed. It is very desirable, therefore, 
when considering the tax situation 
of a married man to ascertain the 
tax status of his wife, particularly 
with the viewpoint of finding capital 
losses that may be availed of. 

Very often taxpayers and their ad- 
visors overlook the fact that tax ad- 
vantages are lost by making gifts to 
charities in cash. Frequently tax- 
payers have realized taxable gain 
from the sale of securities and then 
given cash to charity. If instead 
they had donated the securities to 
the charity, there would have been 
no taxable profit and at the same 
time they would have realized chari- 
table deductions to the extent of the 
fair market value of the securities 
at the date of their gift. 

Consideration should also now be 
given to possible advantages of out- 
lays in a current year, rather than 
later, for advertising and repairs. 
Moreover, if your client is on the 
cash basis it may, on occasion, be 
particularly desirable to make pay- 
ments of fees, taxes, and other 
charges now rather than later. 

Under certain conditions it may 
be advantageous to convert prefer- 
red stock into bonds and thus ob- 
tain an interest deduction. But this 
should not be recommended with- 
out having given the proposition the 
most profound consideration from 
every angle. 

Under the decision of the Circuit 
Court of Appeals for the Second Cir- 
cuit in the case of L. & E. Stirn Inc., 
107 F. (2d) 390, a non-taxable reor- 
ganization does not result where 
there has been a conversion of pre- 
ferred stock into short-term bonds. 
Moreover, under the decision of the 


Supreme Court of the United States 
in Le Tulle v. Schofield, 308 U.S. 415, 
it would appear that a reorganization 
which involves merely the conver- 
sion of preferred stock into bonds, 
long-term or short-term, is a taxable 
transaction. Accordingly, before 
there is a conversion of preferred 
stock into bonds, consideration 
should be given to the amount of 
possible taxable gain if the conver- 
sion transaction should be held a 
taxable exchange. I warn you, that 
you will feel very ill indeed with 
colitis, if you urge a tax saving con- 
version, collect a nice fat fee, and 
then later, when it turns out wrong, 
lose one of your very best clients. 

The Second Revenue Act of 1940 
grants to corporations a deduction 
for amortization of facilities con- 
structed or purchased after June 10, 
1940, and certified as necessary in 
the interest of National Defense by 
the Advisory Commission to the 
Council of National Defense and 
either the Secretary of War or Sec- 
retary of Navy. Such facilities (even 
land which ordinarily is not subject 
to depreciation) may be amortize: 
over a period of 60 months instead 
of being depreciated over their ordi- 
narily useful life. It is essential that, 
where applicable, steps should at 
once be taken to obtain the benefit of 
this provision. Application must be 
made for the necessary certificate 
before the one hundred and twentieth 
day after October 8, 1940 (the date 
of the enactment of the Second Rev- 
enue Act of 1940), or the beginning 
of construction or date of acquisition 
of such facility, whichever is the 
later. 

There would seem to be no ques- 
tion that the right to amortize emer- 
gency facilities will be granted to 
companies whose facilities are direct- 
ly applied to defense purposes, and 
to companies whose facilities are em- 
ployed in supplying materials and 
supplies to those directly engaged in 
defense work. However, what action 
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will be taken in the case of compan- 
ies Which have devoted facilities in 
existence prior to June 10, 1940, di- 
rectly or indirectly to defense pur- 
poses, and then since June 10, 1940, 
have constructed or acquired new 
facilities for general commercial pur- 
poses has not been finally decided. 
Many arguments can be advanced 
as to the equity of extending the 
amortization deduction to the last 
type of corporations. 

Of course, the greatest number of 
present tax problems are arising 
under the new excess-profits tax 
law. Under that law certain com- 
panies may elect to determine their 
excess-profits credit on either the 
income basis or invested capital 
basis. Others must employ the in- 
vested capital basis only. In any 
event the invested capital must be 
determined and this in many cases 
calls for prolonged investigation. 

Invested capital under the law is a 
statutory concept and that portion 
of it representing the unadjusted 
basis for loss of property paid in for 
stock or shares or as paid-in surplus 
or contributed capital in numerous 
instances calls for the following of 
tangled and cold trails. It is bad 
enough when that trail 1s one of a 
single company that runs back into 
the dim ’80’s or ’90’s, but it is much 
worse when it is complicated by 
mergers and consolidations with 
other companies. 

Between now and the end of the 
vear every effort should be made to 
obtain the facts necessary to com- 
pute the excess-profits tax of your 
corporate clients on all applicable 
bases so that a proper election may 
be made when their returns are filed. 
The basis elected at this time will 
undoubtedly be held to constitute a 
final choice for the year covered by 
the return. On the possibility that 
the idea has not occurred to you, 
and because of the similarity be- 
tween the present and former excess- 
profits tax laws, it is suggested, that 


for certain corporate clients, you 
may find it helpful to obtain from 
the Bureau of Internal Revenue 
photostatic copies of their income 
and excess-profits tax returns and 
those of corporations merged or con- 
solidated with them, for the years 
1917 to 1921, inclusive, together with 
copies of the Government’s reports 
and findings with respect to such re- 
turns. It is understood that the re- 
turns and records for those years are 
still available in Washington, and 
photostatic copies of them can be 
obtained by those properly qualified, 
upon payment of the cost of photo- 
stating. Such returns and records 
might reveal important facts now 
missing. There would, of course, be 
no necessity of obtaining copies 
from Washington where copies are 
available in the clients’ or your files. 
If you obtain copies, or have them, 
be sure to study them carefully be- 
cause they may disclose an asset in- 
cludible as invested capital of which 
there is now no other record. 

And in speaking of the new ex- 
cess-profits tax I desire to call your 
attention to the necessity of con- 
sidering its provisions not only from 
the standpoint of the amount of ex- 
cess-profits tax for the year, but 
with respect to its effect on contem- 
plated transactions. To illustrate: 
A corporation may, under the terms 
of Section 112(b)(6) of the Internal 
Revenue Code, dissolve a subsidiary 
without realizing taxable income. 
But if it does it will become under 
Supplement A of Part II of the Sec- 
ond Revenue Act of 1940 an acquir- 
ing corporation. And as an acquir- 
ing company it must, if both it and 
its subsidiary were in existence at 
the beginning of the base period, in 
computing its excess-profits credit 
on the income basis, include with its 
own results for the base period those 
of its subsidiary. Where the sub- 
sidiary has had losses in the base 
period the income of the base period 
to be used in computing the income 
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credit of the parent would be reduced 
by such loss. This, of course, would 
result in increasing the excess-profits 
tax to be paid by the parent electing 
the income credit basis. And such 
increase would represent an abso- 
lutely unnecessary excess payment 
of tax where the subsidiary, if it had 
remained in existence, could have 
offset its own excess-profits income 
by a credit based on invested capital. 
Under such a condition of facts it is 
possible that notwithstanding the 
business reasons making it desirable to 
dissolve the subsidiary, and despite the 
fact that no income tax would result 
from such dissolution, yet there 
should be no dissolution because of 
the increased excess-profits tax that 
might result. 

In concluding my remarks on this 
division of my subject I must say 
a few words about “tax schemes.” 
They have been innumerable in the 
past and from time to time still have 
their proponents. All of them rest 
on the hiding of property behind 
artificial forms—-corporate, trust, etc. 
But at present, except when by care- 
lessness they are overlooked by the 
Government inspector, they will not 
hold up. Supplementing certain pro- 
visions in the law itself are decisions 
of the United States Supreme Court 
that render them generally ineffec- 
tive, and any fees paid to their de- 
visors would appear money badly 
spent. 

So far as the law itself is con- 
cerned we have the provisions in 
Section 24 of the Code prohibiting 
losses between certain related tax- 
payers. We have also Section 45 
giving the Commissioner authority 
to distribute and allocate gross in- 
come or deductions between owned 
or controlled organizations and 
businesses, whether or not incor- 
porated. We have Section 102 
penalizing the accumulation of sur- 
plus to avoid the payment of taxable 
dividends to stockholders. There is 
Section 115(g) providing for the 


taxing of certain stock redemptions 
as dividends. There are also the 
provisions relating to personal hold- 
ing companies, foreign personal 
holding companies, and foreign cor- 
porations involved in exchanges. 

3ut the Supreme Court decisions 
are the great deterrent to schemes. 
First there is the decision in Gregory 
v. Helvering, 293 U. S. 465, holding 
that back of transactions must be a 
real business purpose. 

Then again there is Smith v. Higgins, 
308 U. S. 473, stating: 

‘“k * * A taxpayer is free to adopt 
such organization for his affairs as 
he may choose and having elected 
to do some business as a corpora- 
tion, he must accept the tax dis- 
advantages. 


On the other hand, the Govern- 
ment may not be required to ac- 
quiesce in the taxpayer’s election 
of that form for doing business 
which is most advantageous to 
him. The Government may look 
at actualities and upon determina- 
tion that the form employed for 
doing business or carrying out 
the challenged tax event is unreal 
or a sham may sustain or disre- 
gard the effect of the fiction as 
best serves the purposes of the tax 
statute. 


And also there is Helvering v. Clif- 
ford, 309 U.S. 331, using such lan- 
guage as: 

“« * * For where the head of the 
household has income in excess of 
normal needs, it may well make 
but little difference to him (except 
income-tax-wise) where portions 
of that income are routed—so long 
as it stays in the family group. In 
those circumstances the all-im- 
portant factor might be retention 
by him of control over the prin- 
cipal. With that control in his 
hands he would keep direct com- 
mand over all that he needed to 
remain in substantially the same 
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financial situation as before. Our 
point here is that no one fact is 
normally decisive but that all con- 
siderations and circumstances of 
the kind we have mentioned are 
relevant to the question of owner- 
ship and are appropriate founda- 
tions for findings on that issue.” 


The Government, as disclosed by 
the Clifford case, has found a new 
weapon. Under the Constitution in- 
come may be taxed from whatever 
source derived. Under Section 22 
(a) income is very broadly defined. 
The Commissioner has apparently 
realized that income may be received 
where a taxpayer’s purpose is accom- 
plished although he has not been the 
recipient of actual cash or property. 
The last division of my topic con- 
cerns certain final elections that 
must be made for the taxable year. 
They are traps in the law that catch 
the unwary, or careless, and we must 
make no mistakes where they are in- 
volved because there is no remedy 
for the evils that can result. In their 
case a door with no knob closes be- 
hind you and there is no going back 
to pick up something you have for- 
gotten. 


(a) Elections as to Basis for the 
Excess-Profits Tax. Perhaps the 
first in importance of these elections 
is the one under Section 712 of the 
Second Revenue Act of 1940. As 
provided in that section corporations 
in existence before January 1, 1940, 
may elect to compute their excess- 
profits credit for a taxable year on 
either the income or invested capital 
basis, and such election must be 
made in their returns for the taxable 
year. But invested capital is a statu- 
tory concept and requires most ac- 
curate information for its determina- 
tion. In some instances a decision 
of no less a body than the Supreme 
Court of the United States will be 
necessary to set at rest a doubtful 
state of facts. Suppose, therefore, 
in the instance of one of your clients, 


you find that somewhat less tax is 
payable on the invested capital basis 
than on the income basis. Naturally 
you would be inclined to elect the 
former. But before you do so you 
must consider: (1) the possibility of 
a final court decision some day 
materially reducing invested capital 
as now computed, and (2) what will 
be the effect of such action. If the re- 
sult would be a far heavier tax than 
on the income basis, the income 
basis would then be preferable. But 
the invested capital basis having 
been elected you will not be able to 
go back and choose the income basis. 
As the result of your consideration 
you may now decide that it is wiser 
to take no chances but elect the safer 
credit. 


(b) Consolidated Returns. Under 
the excess-profits tax law affiliated 
companies may elect to file a separ- 
ate or a consolidated return for a 
taxable year. The choice is made 
when the return is filed and what- 
ever action is taken will be final for 
that year. Again you are warned to 
assemble all the facts necessary for 
making an intelligent election. 


(c) Amortization of Defense 
Facilities. As previously stated a 
new deduction is available to corpo- 
rate taxpayers, an amortization 
write-off over a period of sixty 
months of facilities essential to Na- 
tional Defense. Taxpayers may elect 
to begin the sixty month period with 
the month following the month in 
which the facility was completed or 
acquired, or with the succeeding tax- 
able year. An election to begin with 
the following month must be made 
by a statement to that effect in the 
taxpayer’s return for the taxable 
year in which the facility was com- 
pleted or acquired. A choice to be- 
gin the period with the following tax- 
able year is made by a statement to 
that effect in the return for such suc- 
ceeding year. 
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(d) Government Obligations un- 
der the Excess-Profits Tax. Under 
the excess-profits tax law taxpayers 
employing the invested capital 
method may elect for a taxable year 
to treat Government obligations as 
admissible assets, in which case the 
income therefrom will constitute ex- 
cess-profits income; or, they may 
treat such obligations as inadmis- 
sible, and the income therefrom will 
then be non-taxable. The choice of 
either of these methods must be 
made in the return for the year in- 
volved. 

(e) Personal Service Corpora- 
tion.—Under the Second Revenue 
Act of 1940 a personal service cor- 
poration may elect, for a taxable 
year, to avoid excess-profits tax; but 
if it does its shareholders will be 
taxed on its undistributed income in 
much the same manner as if they 
were partners, instead of stockhold- 
ers. The election to avoid excess- 
profits tax must be made in the in- 
come tax return filed by the com- 
pany for the taxable year. 

(f{) Husband and Wife.—Hus- 
bands and wives must elect the filing 
of either joint or separate returns. 
Large amounts of tax have been over- 
paid because of carelessness or lack 
of information when so electing. 


(g) Income from Discharge of In- 
debtedness.—The Internal Revenue 
Code provides that a corporation 
may elect, at the time of filing its 
return, to treat, as non-taxable, in- 
come attributable to the discharge of 
indebtedness evidenced by a bond, 
debenture, note, or certificate, or 
other evidence of indebtedness, 
which was in existence on June 1, 


1939. This election is inapplicable 
to a discharge occurring in a tax- 
able year beginning before January 
1, 1939, or before June 29, 1939, or 
in a taxable year beginning after 
December 31, 1942. 

There is a price to pay for this 
exclusion from gross income. The 
amount excluded must be applied in 
reduction of the basis of property 
held by the taxpayer, as provided in 
the Regulations. Consequently the 
taxpayer must decide whether it is 
more advantageous to exclude the 
income and reduce the basis of as- 
sets, or treat the debt reduction as 
taxable income. 


(h) New Corporations.—A new 
corporation has many elections when 
filing its first return. It may adopt 
a calendar or fiscal year basis for re- 
porting, the cash or accrual method 
of accounting, the reserve or actual 
write-off treatment for bad debts, 
and one of various methods of valu- 
ing inventory. As you are well 
aware inadequate consideration in 
making a choice among these vari- 
ous bases and methods have, in the 
past, lead to some very unhappy tax 
results. 

This concludes my topic and al- 
though I have spoken of but few 
specific matters I have at least giver: 
you all the directions you need to 
face and solve the problems that will 
confront you between now and the 
end of the year: (1) Analyze your 
subject, (2) assemble the real facts, 
(3) search out the appropriate rul- 
ings and decisions, (4) weigh them 
and gauge their trend, (5) apply 
them to the facts, and (6) act on the 
conclusions you then reach. 
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“Earnings and Profits” for Federal 


Tax Purposes 


By Georce E. CLEARY 


HE term “earnings and profits” 


now appears in at least thirteen 
different sections of the Revenue 
Laws.’ The phrase was used as early 
as section 2(a) of the Revenue Act 
of 1916 in connection with the defi- 
nition of dividends. There was, how- 
ever, no statutory definition of the 
meaning of the term prior to the 
enactment of the Second Revenue 
Act of 1940, approved on October 8, 
1940. 

Treasury Regulations were issued 
beginning in 1919 defining the term 
in connection with the determination 
of earnings and profits as a source 
of dividend payments.? There were 
also regulations as to the meaning 
of the term “earned surplus and un- 
divided profits” used in section 207, 
Revenue Act of 1917, and section 
326, Revenue Acts of 1918 and 
1921, which defined invested capital.* 
These regulations may furnish us 
some guide but the main question 
now is the interpretation of the new 
statutory definition. 

The principal purposes today 
which require the determination of 
“earnings and profits” are, first, the 
determination of the amount avail- 
able for distribution as corporate 
dividends and, second, the determina- 
tion of the amount to be included 
in equity invested capital for excess 
profits tax purposes. 


Section 115(a) of the Internal 
Revenue Code defines a dividend as 
“any distribution made by a cor- 
poration to its shareholders * * * 
(1) out of its earnings or profits 
accumulated after February 28, 
1913 or (2) out of the earnings or 
profits of the taxable year.” 


Distributions from such “earnings or 
profits” are dividends fully taxable 
to individual stockholders and par- 
tially taxable to corporate stock- 
holders. Distributions from other 
sources are subject to different treat- 
ment. 

Section 718(a)(4) of the Internal 
Revenue Code includes in equity 
invested capital “The accumulated 
earnings and profits as of the begin- 
ning of such taxable year.” For this 
new purpose, it is necessary to de- 
termine the exact amount of the 
accumulated earnings and profits in 
all cases where the corporation uses 
an excess-profits tax credit based on 
invested capital. The meaning of the 
term “earnings and profits” thus has 
a new importance under the Revenue 
Act of 1940. 

I do not propose to discuss the 
purely accounting aspects of review- 
ing and analyzing the earned surplus 
account of a corporation. Such an 
analysis may be necessary covering 
the entire period of the corporation’s 


Presented at the November, 1940 Meetings on Taxation of The New York State Society 


of Certified Public Accountants. 


1 Sections 27, 28, 102, 112, 113, 115, 148, 337, 394, 504, 713 and 718 of the Internal 
Revenue Code and section 511 of the Merchant Marine Act, 1936. 

2 Section 19.115-3, Regulations 103 (1940); article 115-3, Regulations 101 (1938): 
article 115-3, Regulations 94 (1936); article 115-1, Regulations 86 (1934); article 621, 
Regulations 77 (1932); article 621, Regulations 74 (1928); article 1541, Regulations 69 
(1926); article 1541, Regulations 65 (1924); article 1541, Regulations 62 (1921); article 


1541, Regulations 45 (1919 and 1920). 


3 Article 838, Regulations 45 (1919 and 1920) and 62 (1922); article 64, Regulations 


41 (1918). 
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existence and possibly the period of 
existence of predecessor corpora- 
tions. It may be a difficult task to 
ascertain the facts as to many trans- 
actions in long past years. Many 
adjustments of book figures or even 
of tax figures may be required. I 
shall rather attempt to develop some 
of the legal problems which may 
arise after the facts are determined 
by such an investigation. An excel- 
lent analysis of these problems by 
Randolph E. Paul appears in his 
Selected Studies in Federal Taxation 
(Second Series) and in 51 Harvard 
Law Review 40 (1937) from which 
I have borrowed freely. 

It must be borne in mind that we 
are not dealing with any question of 
corporate law as to the status or 
validity of a distribution to stock- 
holders by a corporation. We are 
to consider the earnings and profits 
of the corporation for tax purposes, 
which may be a very different prob- 
lem. Untermyer v. Commissioner, 59 
F. (2d) 1104 (2nd C.C.A., 1932), cert. 
den., 287 U. S. 647 (1932). 


I. The term “earnings or profits” 
does not have the same meaning as 
the term “net income”. 


“Net income”, which is subject to 
tax, is a statutory concept. This has 
varied from time to time in the rev- 
enue acts as certain classes of income 
and deductions have been subjected 
to special treatment. It is well set- 
tled that accumulated earnings and 
profits cannot be determined by add- 
ing up taxable net income less dis- 
tributions. Charles F. Ayer, 12 B.T.A. 
284 (1928; Loren D. Sale, 35 B.T.A. 
938 (1937). For example, the Treas- 
ury Regulations have provided since 
1919 that interest on state and 
municipal bonds, regarded as con- 
stitutionally exempt from a federal 
income tax, must, nevertheless, be 
included in determining earnings 
and profits. Article 1541, Regula- 
tions 45 (1919). It would seem to 
follow that interest on United States 


bonds, which is undoubtedly income, 
must be included in earnings and 
profits whether or not Congress 
chose to subject such income to full 
rates of income tax. Exempt income 
such as the proceeds of life insur- 
ance paid on the death of the insured 
is a part of corporate earnings and 
profits. Cummings v. Commissioner, 
73 F. (2d) 477 (A[st C.C.A., 1934). 

Similarly, federal income taxes, 
not allowed as a deduction in com- 
puting taxable net income, must be 
deducted in computing earnings and 
profits. 

There are many differences of this 
nature. Dividends from domestic 
corporations which have been vari- 
ously treated for income tax pur- 
poses must be included in computing 
earnings and profits. Actual expense 
deductions and losses, even though 
not allowed, or allowed only in part, 
for income tax purposes under some 
of the Revenue Acts, must be de- 
ducted in computing earnings and 
profits. This would apply to corpo- 
rate contributions, depletion based 
on cost, the deduction of which was 
limited under the earlier acts (Aldrew 
Oil & Gas v. Alexander, 70 F. (2d) 
160 (10th C.C.A., 1934)), long term 
capital losses, etc. Some deductions 
which are allowed for income tax 
purposes, such as prior year net 
losses, percentage depletion and dis- 
covery depletion, are not to be deducted 
in computing earnings and profits. 
R. M. Weyerhaeuser, 33 B.T.A. 594 
(1935) ; Article 115-6, Regulations 94. 

We can therefore start with a gen- 
eral proposition that in computing 
earnings and profits the statutory 
provisions of the various acts as to 
the determination of net income sub- 
ject to tax are not the guide. There 
must be included all items which are 
in the nature of income or gain and 
there must be deducted all expenses 
and losses, as well as distributions of 
earnings and profits, so as to deter- 
mine true earnings and profits. We 
shall find, however, that this general 
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guide by no means solves all of the 
problems. 


II. Gains and losses, which al- 
though actually realized are not rec- 
ognized for income tax purposes, do 
not enter into the computation of 
“earnings and profits”. 

Prior to the enactment of the Sec- 
ond Revenue Act of 1940, there was 
an important and unsettled question 
as to the status of non-recognized 
gains and losses in the computation 
of earnings and profits. If, for ex- 
ample, a corporation had realized a 
substantial gain in connection with 
a reorganization, which gain was 
not recognized for income tax pur- 
poses because of the provisions of 
section 112, Internal Revenue Code, 
or a similar provision of a prior 
Revenue Act, should such a non-rec- 
ognized gain be included in comput- 
ing earnings and profits? Such an 
item obviously is realized income 
which Congress could have sub- 
jected to the income tax but which 
it expressly provided should be ex- 
empt from tax. Should non-recog- 
nized gains be treated in the same 
way? 

This question, in connection with 
determining earnings and_ profits 
available for dividends, has been the 
subject of much controversy. The 
Treasury Regulations have consist- 
ently provided that gains and losses 
should be taken into account in com- 
puting earnings and profits available 
for dividends only at the time and 
to the extent that such gains and 
losses are recognized for the pur- 
pose of computing taxable net in- 
come. Section 19.115-3, Regulations 
103. 

The Board of Tax Appeals and the 
Courts generally have held that such 
gains and losses must be taken into 
account in computing earnings and 


profits in the years in which they 
were actually realized even though 
not recognized for income tax pur- 
poses.* 

It may well be, as Mr. Paul main- 
tains in his discussion, that in de- 
ciding this question the Board of 
Tax Appeals and the Courts have not 
attempted to determine the intention 
of Congress as expressed in the stat- 
ute with respect to the treatment of 
these items in the computation of 
earnings and profits available for 
dividends, but have jumped to the 
conclusion that if these items con- 
stitute income which could be taxed 
under the Constitution they neces- 
sarily constitute a part of earnings 
and profits. The question is, of 
course, one of statutory construc- 
tion. Mr. Paul maintains that Con- 
gress had sufficiently indicated in the 
Revenue Acts that gains and losses 
resulting from corporate readjust- 
ments should, because of their nature, 
be ignored for all of the purposes of 
the Revenue Act. The Board of Tax 
Appeals and the Courts have held 
otherwise. 

Whatever the correct answer to 
this important problem was under 
the prior Acts, it has now been set- 
tled for all years by the statutory 
definition of “earnings and profits” 
in the Second Revenue Act of 1940. 
This provides in part: 

“Gain or loss so realized shall in- 

crease or decrease the earnings 

and profits to, but not beyond, the 
extent to which such a realized 
gain or loss was recognized in 
computing net income under the 
law applicable to the year in 
which such sale or disposition was 

made.” (Section 115(1), I.R.C. 

added by section 501(a), Second 

Revenue Act of 1940). 


Section 501(c) of the Second Rev- 


* Ramapo, Inc. v. Commissioner, 84 F. (2d) 986 (2nd C.C.A., 1936) ; Susan T. Freshman, 
33 B.T.A. 394 (1935); Commissioner v. F. J. Young Corporation, 103 F. (2d) 137 (3rd 
C.C.A., 1939) ; Robert R. McCormick, Executor, 33 B.T.A. 1046 (1936) ; Helen Sperry Lea, 


35 B.T.A. 243 (1937), reversed on other grounds, 96 F. 


(2d) 55 (2nd C.C.A., 1938). 
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enue Act of 1940 provides that this 
same provision shall be effective 
with respect to all of the prior Rev- 
enue Acts, except that the tax liabil- 
ity of any taxpayer for any year 
which on September 20, 1940 was 
pending before or was theretofore 
determined by the Board of Tax 
Appeals or the Courts, shall not be 
affected. 

The report of the conference com- 
mittee at p. 60 states that as used 
in this provision the term “recog- 
nized” relates only to gains and 
losses “recognized” under provisions 
such as section 112, where that term 
is used, and that this provision would 
not authorize the failure to deduct 
say a long term capital loss, the de- 
duction of which was not “allowed” 
under some of the prior acts. 

In computing earnings and profits 
available for dividends in 1940 and 
in computing earnings and profits 
accumulated at the beginning of the 
year for equity invested capital pur- 
poses, it will therefore be necessary 
to examine all transactions in prior 
years which gave rise to gains or 
losses not recognized for income tax 
purposes under the law in effect at 
the time of the transactions and to 
eliminate such non-recognized gains 
and losses in computing earnings 
and profits for both purposes. 


III. The basis for property to be 
used in determining loss or gain, 
depreciation, depletion and amorti- 
zation in computing earnings and 
profits. 

For the purpose of determining 
net income subject to tax, the In- 
ternal Revenue Code, in sections 113 
and 114 specifies in great detail the 
basis to be used for determining 
gain or loss, depreciation, depletion, 
etc., and the adjustments to be made 
to such basis. The basis may be cost 
or the value on March 1, 1913, or 
some other date, or the basis of 
some transferor or predecessor in 
title. The provisions of the Revenue 


Acts have varied with respect to this 
from time to time, and under some 
of the Acts the basis for determining 
loss has not been the same as the 
basis for determining gain. 

The question we are interested in 
is, What basis should be used for the 
purpose of determining earnings and 
profits available for distribution as 
dividends or includible in equity in- 
vested capital? 

Prior to the enactment of the Sec- 
ond Revenue Act of 1940 there was 
a controversy as to this question. In 
Ida I. McKinney, 32 B.T.A. 450 
(1935), aff'd 87 F. (2d) 811 (10th 
C.C.A., 1937), an individual had 
transferred certain oil and gas leases 
to a corporation in exchange for its 
stock, « transaction the gain on 
which was not recognized for income 
tax purposes. It was clear that in 
determining its net taxable income, 
the corporation had to use the trans- 
feror’s basis for its properties in 
computing depletion. But the Court 
held that for the purpose of deter- 
mining earnings and profits available 
for dividends, the corporation was 
entitled to compute depletion on its 
properties on the basis of their value 
at the date of acquisition by the cor- 
poration. See also Dorothy Whitney 
Elmhirst, 41 B.T.A. 348 (1940), and 
Commissioner v. W. S. Farish & Co., 
104 F. (2) 833 (5th C.C.A., 1939). 

This and other questions as to 
basis to be used in computing earn- 
ings and profits Congress intended 
to settle by section 501 of the Second 
Revenue Act of 1940, which added 
sections 115(1) and 115(m) to the 
Internal Revenue Code. Comparable 
provisions appeared in the bill as 
introduced in the House. These were 
revised by the Senate Finance Com- 
mittee, and were again revised in 
conference. The resulting statute is 
easy to comprehend in some respects. 

Disregarding for the moment the 
difficult question as to the effect of 
March 1, 1913 values, and referring 
only to assets acquired subsequent 
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to March 1, 1913, we find that sec- 
tion 115(1) provides that the gain 
or loss on the sale or other disposi- 
tion of property shall be determined 
by using the adjusted basis for de- 
termining gain under the law appli- 
cable for the year in which the sale 
or other disposition was made. The 
same basis is used as to such assets 
whether earnings and profits are de- 
termined for a particular date (as 
the accumulated earnings and profits 
at the beginning of 1940 includible 
in invested capital), or for a particu- 
lar period (as the earnings and 
profits of 1940 available for divi- 
dends). This is the same basis as is 
generally prescribed for computing 
depreciation (section 114(a)) and 
depletion (section 114 (b)(1)), ex- 
cept where discovery value or per- 
centage depletion enters in. With 
respect to properties acquired sub- 
sequent to March 1, 1913, therefore, 
the same basis is used for computing 
gain subject to income tax and for 
computing earnings and profits for 
all purposes. 

Where property acquired prior to 
March 1, 1913 is involved, the inter- 
pretation of the statute is more diffi- 
cult. We must bear in mind the 
background. 

As to dividends, all the Revenue 
Acts since 1918 have provided not 
only that distributions out of earn- 
ings and profits accumulated prior 
to March 1, 1913 were not taxable 
as dividends when distributed, but 
that increase in value of property 
accrued prior to March 1, 1913 could 
likewise be distributed free from tax 
(section 115(b), Internal Revenue 
Code). Such distributions merely 
reduce the basis for the stock in the 
hands of the stockholder. It follows 
that in computing earnings and 
profits accumulated since February 
28, 1913, or for the taxable year, dis- 
tributions of which are dividend in- 
come, it is logical to use March 1, 
1913 values as the basis for determin- 
ing loss or gain, and in determining 


for Federal Tax Purposes 


the adjustments of the basis for de- 
preciation, depletion, amortization 
and the like. 

For invested capital purposes, 
however, March 1, 1913 values are 
entirely disregarded. Property paid 
in for stock enters into the computa- 
tion of invested capital at its un- 
adjusted basis under the present law 
for determining loss upon a sale or 
exchange. It is even provided that 
if the property has been sold before 
the taxable year, the unadjusted 
basis for Joss under the current statute 
shall be used (section 718(a)(2), 
Second Revenue Act of 1940). In 
the case of property acquired prior 
to March 1, 1913, this means that 
its value on that date is not taken 
into account, as that is used only in 
determining gain (section 113(a) 
(14)). It would seem to follow logi- 
cally that in determining earnings 
and profits for invested capital pur- 
poses, March 1, 1913 values should 
be ignored both in computing gain 
or loss and in computing deprecia- 
tion and depletion. 

This same problem arose under 
the excess-profits tax laws of 1918 
and 1921. In Regulations 45, 1920 
edition, after calling attention in 
Article 831 to the fact that the fair 
market value of assets as of March 
1, 1913 had no bearing on invested 
capital, the Regulations provide, 
rather simply, as to depreciation and 
depletion reserves as follows: 

“Where depreciation or deple- 
tion is computed on the value as 
of March 1, 1913 or as of any sub- 
sequent date, the proportion of 
depreciation or depletion repre- 
senting the realization of appre- 

ciation of value at March 1, 1913 

or such subsequent date may, if 

undistributed and used or em- 
ployed in the business, be treated 
as surplus and included in the 
computation of invested capital.” 
(Article 844, Reg. 45). 


[I gather from the Committee re- 
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ports that sections 115(1) and (m) 
added by the Second Revenue Act 
of 1940 are intended to reach this 
same result. 

Subdivision 1 of section 115(1) 
lays down the general rule that the 
gain or loss realized from the sale 
or other disposition of property after 
February 28, 1913, for the purpose 
of the computation of earnings and 
profits of a corporation shall be de- 
termined by using the adjusted basis 
applicable under the law in effect at 
the time of the sale for determining 
gain, except that no regard shall be 
had to the value of the property as 
of March 1, 1913. Standing alone, 
this is clear, and would mean that 
in the ordinary case gains or losses 
would be determined on the basis 
of cost. Subdivision 2 of section 
115(1) is, however, an exception to 
the general rule. It reads exactly the 
same as subdivision 1, except that 
it refers to the “computation of earn- 
ings and profits of the corporation 
for any period beginning after Feb- 
ruary 28, 1913,” and the March 1, 
1913 value is not ignored where that 
is the prescribed basis for gain. 

There is no indication in the lan- 
guage of the statute that the general 
rule is to apply in computing earn- 
ings and profits for invested capital 
purposes, and that the exception is 
to apply in determining earnings and 
prefits available for dividends. The 
distinction between the computation 
of “earnings and profits of the cor- 
poration” to which subdivision 1 is 
applicable and the computation of 
“earnings and profits of the corpora- 
tion for any period beginning after 
February 28, 1913,” to which sub- 
division 2 is applicable is to me not 
plain. It is difficult to see how the 
‘arnings and profits at a particular 
date, say January 1, 1940, can be 
determined without computing the 
earnings and profits for each prior 
period. Furthermore, the amount of 
accumulated earnings and profits on 
a particular date, as distinguished 


from a particular period of time, may 
be important in determining the 
source of distributions to  stock- 
holders. However, the Conference 
Committee Report, at p. 60, states: 
“Subsection (1) provides that 
the gain or loss realized from the 
sale or other disposition (after 
February 28, 1913) of property by 
a corporation is to be determined 
for two purposes: (1) computa- 
tation of earnings and profits of 
the corporation as a whole, pri- 
marily for invested capital pur- 
poses, and (2) the computation of 
earnings and profits of the cor- 
poration for any period beginning 
after February 28, 1913 for the 
purpose of determining the char- 
acter of dividend distributions. In 
(1) there is used the adjusted basis 
(under the law applicable to the 
year in which the sale or other 
disposition is made) for determin- 
ing gain, but disregarding value 
as of March 1, 1913. In (2) there 
is used such adjusted basis for 
determining gain, giving effect to 
the value as of March 1, 1913 
whenever applicable.” 


The report of the Conference Com- 
mittee thus indicates that the pur- 
pose of section 115(1) is as I have 
stated above, namely, to use March 
1, 1913 values where prescribed as 
the basis for gain on computing the 
earnings and profits available for 
dividends, and to ignore such values 
in computing earnings and profits to 
be included in invested capital. 

But this is not the end of the mat- 
ter. Congress also enacted section 
115(m) with respect to increase in 
value of property accrued prior to 
March 1, 1913. Apparently section 
115(m) has nothing to do with in- 
vested capital but involves only a 
determination of the portion of the 
earnings and profits representing in- 
crease in value of property accrued 
prior to March 1, 1913, which can 
be distributed free from tax under 
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section 115(b). Take the simple case 
of non-depreciable property  pur- 
chased prior to March 1, 1913, for $8, 
worth $10 on March 1, 1913 and sold 
in 1939 for $12. The taxable gain 
would of course, be only the excess 
of the selling price over the March 1, 
1913 value, or $2. It is obvious, how- 
ever, that the company has made a 
profit of $4, of which $2 represented 
increase in value of property accrued 
prior to March 1, 1913. Section 115 
(m)(1) says that this $2 shall be 
added to that part of the earnings 
and profits for 1939, the year of sale, 
representing increase in value of 
property accrued prior to March 1, 
1913. 

Paragraph 2 of section 115(m), 
which is an exception to paragraph 
1 and also a limitation on_ sec- 
tion 115 (1) applies only with respect 
to losses. Take the case of non-depre- 
ciable property costing $8, worth $12 
on March 1, 1913, and sold in 1939 
for $10. There would be no gain or 
loss in determining taxable net in- 
come. Furthermore, under section 
115(1) (2) standing alone there 
would be a loss of $2 in determining 
earnings and profits for 1939 since 
the March 1, 1913 value of $12, the 
basis for gain is the basis prescribed 
in that section. In fact, however, the 
corporation has made a profit of $2 
over its original cost and has realized 
$2 of the increase in value accrued 
prior to March 1, 1913. Section 115 
(m)(2) therefore provides that the 
loss computed under section 115 
(1)(2) should be adjusted by the 
excess of $12, the March 1, 1913 
value, over the $8 cost, an adjust- 
ment of $4, thus reflecting in earn- 
ings and profits for 1939 available for 
distribution the actual gain of $2 
representing increase in value of 
property prior to March 1, 1913. 

In the case where the cost was 
$10, the March 1, 1913 value was $12, 
and the property was sold for $8, the 
effect of section 115(m)(2) is that 
1939 earnings and profits are reduced 


by only $2 the actual loss, instead 
of by $4, the loss computed on the 
basis of the March 1, 1913 value. 

The problems assumed are two 
of the illustrations given in the Con- 
ference Committee report. Without 
the aid of these illustrations, | would 
have considerable difficulty in inter- 
preting the language used in the 
statute. Until the regulations are 
issued indicating the Treasury De- 
partment’s construction of these sec- 
tions about all we can do is to 
assume that the Committee reports 
correctly reflect the intention of Con- 
gress as expressed in the statute. 

While section 115(1) is directed 
primarily to the determination of 
gain or loss, it is provided that the 
same principles shall be applicable in 
determining adjustment of the basis 
for depreciation and depletion. 

Apparently, the statute does not 
change the rule with respect to the 
treatment of reserves for depletion 
based on discovery value or per- 
centage depletion in excess of deple- 
tion based on cost or other basis. 
See section 19.115-6, Regulations 
103. Such excess reserves are treated 
as earnings and profits available for 
dividends, and presumably are also 
earnings and profits to be included 
in invested capital. 


IV. Effect of cash distributions 
on earnings and profits. 


Under the statute, distributions to 
stockholders in cash are conclusively 
presumed to be from earnings and 
profits to the extent thereof and from 
the most recently accumulated earn- 
ings and profits (section 115(b)). 

Earnings and profits of the taxable 
year are not included in invested 
capital and hence distributions of 
such earnings would not affect in- 
vested capital. Earnings and profits 
accumulated at the beginning of the 
taxable year are, however, a part of 
invested capital and distributions 
made during the year, which are not 
out of earnings and profits of the 
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year, reduce invested capital (sec- 
tion 718(b)(2)). 

The provisions of the present stat- 
utes avoid some of the questions 
that used to trouble us. At one time 
it was necessary to determine the 
amount of current earnings and 
profits available up to the date the 
dividend was paid (Edwards y. Doug- 
las, 269 U. S. 204 (1925); Mason v. 
Routsahn, 275 U. S. 175 (1927)). 
Section 115(a) now provides that in 
determining the source of dividends 
the earnings and profits of the tax- 
able vear shall be “(computed as of 
the close of the taxable year with- 
out diminution by reason of any 
distributions made during the tax- 
able year),” and “without regard to 
the amount of the earnings and 
profits at the time the distribution 
was made.” The same rule is pre- 
scribed for invested capital purposes 
in section 718(c) (3). 

The invested capital provision 
(section 718(c)(3)) further provides 
that current earnings and _ profits 
need not be reduced by reason of 
the current excess-profits tax, so that 
the amount of current earnings 
which will ultimately be needed to 
pay the excess-profits tax need not 
be deducted in determining the 
amount of current earnings available 
for dividends which would not affect 
invested capital. 

These provisions seem to leave 
certain important questions open. 
Presumably, in determining current 
profits available for dividends both 
the normal tax and the excess-profits 
tax for the current year would have 
to be deducted, but in determining 
the effect of current distributions on 
invested capital it is expressly pro- 
vided that the excess-profits tax 
need not be deducted, inferring that 
the normal tax should be deducted. 

The statutes also leave open the 
question of whether the reserve for 
the prior year’s income and excess- 
profits taxes may be included in ac- 
cumulated earnings and profits for 


the portion of the taxable year until 
such taxes become due and payable. 
Under the previous excess-profits 
tax law, it was held in Article 845, 
Regulations 62 (1922), that the 
amounts payable on account of fed- 
eral income and excess-profits taxes 
of the prior year could be included 
in invested capital until such taxes 
became due and payable and this was 
held to be a proper regulation in 


. Fawcus Machine Co. v. United States, 


282 U. S. 375 (1931). 

The present statute specifically 
provides that for invested capital 
purposes, distributions made during 
the first sixty days of the taxable 
vear shall be considered to have been 
made on the last day of the preced- 
ing taxable year. This provision is 
not applicable to the year 1940 but 
only to the taxable years beginning 
after December 31, 1940. Presum- 
ably, therefore, distributions made 
during the first sixty days of 1940 
will not reduce invested capital if 
current earnings for 1940 are suff- 
cient to cover 1940 distributions. 
There is no corresponding provision 
as to the effect of dividends paid 
during the first sixty days of the 
vear in determining earnings re- 
maining available for dividends. 

Where a distribution is not an 
ordinary dividend distribution but a 
payment of cash for stock of the 
company, several questions may 
arise as to the effect of such a pay- 
ment on earnings and profits. If 
the transaction amounted to a can- 
cellation or redemption of stock at 
such a time and in such a manner as 
to make the distribution essentially 
equivalent to the distribution of a 
taxable dividend, the amount, to the 
extent that it represents a distribu- 
tion of earnings and profits accumu- 
lated after February 28, 1913, is 
treated as a taxable dividend by sec- 
tion 115(g) and to this extent re- 
duces earnings and profits. 

If the distribution is in partial 
liquidation, that part of such dis- 
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tribution which is properly charge- 
able to capital account is not con- 
sidered a distribution of earnings 
or profits (section 115(c)). If, for 
example, a corporation having only 
capital account and earned surplus 
account paid $2,050 per share to 
cancel and redeem shares having a 
par value of $100 a share, it would 
seem to follow that the $100 per 
share was properly chargeable to 
capital account and would not reduce 
earnings and profits but that the 
rest of the payment would reduce 
earnings and profits. This seems to 
be the rule prescribed in section 
19.27(g)-1 of Regulations 103 as to 
the effect of distributions in liquida- 
tion on capital account and earnings 
and profits for the purpose of the 
basic surtax credit. The decision 
of the Supreme Court in Foster v. 
United States, 303 U. S. 118 (1938), 
however, casts doubt on this con- 
clusion. In that case, the Supreme 
Court held that none of the amount 
greatly in excess of par paid in 1929 
by a corporation to retire part of its 
own stock was chargeable to earn- 
ings and profits accumulated after 
February 28, 1913, and that the com- 
pany still retained in full such earn- 
ings and profits so that later dis- 
tributions were dividend income. In 
this case the court concluded that 
the amount distributed was all 
chargeable to capital account and 
regarded the capital account as in- 
cluding earnings and profits ac- 
cumulated prior to March 1, 1913. 
The court said this conclusion was 
necessary in order to prevent the use 
by the taxpayer of a contrivance 
which would defeat a tax which Con- 
gress plainly intended to impose. 
In many cases it might make no 
difference for invested capital pur- 
poses whether a liquidating distribu- 
tion was charged to capital account 
or was regarded as a distribution of 
earnings and profits, but in some in- 
stances, such as where there is a 
deficit in the earned surplus account, 


this point would be very important. 

If the corporation merely pur- 
chases some of its own stock on the 
market and holds such stock in the 
treasury available for resale, what 
effect does this have on earnings and 
profits or on invested capital? Under 
the Revenue Act of 1921, it was held 
in Article 862 of Regulations 62 
(1921) that amounts paid to cancel 
its own stock reduced the corpora- 
tion’s invested capital, and that 
amounts received on the resale of 
the stock increased invested capital, 
but at that time it was of course, 
understood that all transactions by 
a corporation in its own stock were 
capital transactions. 

Today this is not the case. Under 
section 19.22(a)-16, Regulations 103, 
it is provided that if a corporation 
deals in its own shares as it might 
in the shares of another corporation, 
the resulting gain or loss is to be 
computed in the same manner as 
though the corporation were dealing 
in the shares of another. A distinc- 
tion is drawn between a purchase 
and retirement of shares affecting 
the capital structure of the corpora- 
tion and a mere ordinary dealing in 
its own shares. The Supreme Court 
held, however, that this regulation, 
first promulgated in 1934, was not 
effective as to prior transactions 
(Helvering v. R. J. Reynolds Tobacco 
Co., 306 U. S. 110 (1939) ), without 
passing on its validity as applied pros- 
pectively. The Board of Tax Appeals 
has held that the new rule does not 
apply to 1934 and 1935, as the Com- 
missioner cannot change the law. 
National Home Owners Service Cor- 
poration, 39 B.T.A. 753 (1939). And 
a district court in Georgia has just 
held the regulation to be invalid as to 
stock bought in 1930-31 and sold in 
1937. (National Manufacture and 
Stores Corp. v. Allen, 1940 CCH Fed. 
Tax Serv. Par. 9741). 

Assuming, however, that it is 
established that for some years a 
corporation realizes gain or loss by 
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dealing in its own stock as it would 
deal in any other property, such 
gains and losses would affect earn- 
ings and profits, and it should fol- 
low that neither the purchase or the 
sale of the stock in such a trans- 
action should affect invested capital, 
except as it affected accumulated 
earnings and profits. Cf. Cleveland 
Railway Co. v. Commissioner, 36 F. 
(2d) 347 (6th C.C.A., 1929). 

If the transaction is a capital one, 
then the purchase of the stock should 
reduce invested capital and its sale 
should increase invested capital, as 
was held in Article 862 of Regula- 
tions 62 (1921). 

A donation of its own stock to the 
corporation should not affect in- 
vested capital and amounts received 
on a resale of such treasury stock 
should add to invested capital. Cf. 
Article 861, Reg. 62 (1922). 


V. Effect of distributions in kind 
and unrealized gains and losses on 
earnings and profits. 


Most of us regard it as axiomatic’ 


that increases and decreases in the 
value of property, not subject to in- 
ventory, would not enter into the 
computation of net income or of 
earnings and profits because neither 
the gain or loss is realized. This is 
indicated by the well-known defini- 
tion of income in Eisner v. Macomber, 
252 U. S. 189 (1920), and by the re- 
quirement that losses must be real- 
ized by some definite transactions. 
The United States Supreme Court 
has held that unrealized increase in 
the value of property, even though 
written up on the books and covered 
by a stock dividend, did not con- 
stitute “earned surplus and undivid- 
ed profits” includible in invested 
capital under section 207(a), Rev- 
enue Act of 1917, LaBelle Iron Works 
v. U. S., 256 U. S. 377 (1921). See 
also Lee Hardware Co. v. U. S., 25 F. 
(2d) 42 (8th C.C.A., 1928), and Art. 
859, Regulations 62 (1922). The 
Supreme Court also held that a cor- 


poration may be penalized under 
section 104, Revenue Act of 1928, 
for permitting its “gains and profits” 
for the fiscal year 1931 to accumulate 
beyond the reasonable needs of the 
business, notwithstanding the fact 
that the corporation had unrealized 
losses on securities in excess of its 
income for that year, Helvering v. 
National Grocery Co., 304 U. S. 282 
(1938). In view of these decisions 
and of the administrative impractic- 
ability of any other rule, we can 
quite safely assume that accumu- 
lated earnings and profits are not 
affected by fluctuations in the value 
of property still owned by the tax- 
payer. 

A somewhat more complicated 
problem arises where the corpora- 
tion has distributed property in kind 
to its stockholders. It appears to be 
settled that the corporation realizes 
no gain or loss from such a distribu- 
tion, General Utilities & Operating 
Company v. Helvering, 296 U. S. 200 
(1935). It is equally well settled, 
however, that the stockholder re- 
ceiving the distribution in kind must 
account for the fair market value of 
the property when received (section 
115(j), LR.C.). And if the dis- 
tribution is out of earnings or profits 
accumulated since February 28, 1913, 
the full value of the distribution con- 
stitutes dividend income to the 
stockholder. It is difficult to see how 
such a distribution can affect the 
accumulated earnings or profits of 
the corporation by any amount other 
than the adjusted basis of the prop- 
erty distributed. If there has been 
no revaluation of the property on the 
corporation’s books, it is this amount 
which will disappear from its bal- 
ance sheet. It is this amount which 
is reflected in invested capital. If, 
therefore, the corporation distributes 
in kind to its stockholders non-de- 
preciable property which cost it 
$100,000 and is worth $1,000,000 at 
the date of distribution it would 
seem that the accumulated earnings 
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and profits of the corporation are 
reduced only by $100,000. Whether 
or not the stockholder who must 
account for the receipt of property 
worth $1,000,000 must treat the 
entire amount as a distribution out 
of earnings and profits and conse- 
quently a dividend if the corporation 
has less than $1,000,000 of accumu- 
lated earnings and profits is some- 
thing of an unsettled question ; com- 


pare Bingel v. Commissioner, 75 F. 
(2d) 989 (2nd C.C.A., 1935), cert. 
den., 296 U. S. 579 (1935). What- 


ever may be the basis for taxing the 
stockholder, it seems to me that the 
only effect of such a distribution on 
the accumulated earnings and profits 
of the corporation can be that it is a 
distribution of the adjusted basis of 
the property, whether that is more 
or less than the value of the prop- 
erty. This is the rule prescribed in 
section 27(d) in computing the basic 
surtax credit, except when the fair 
market value of the property is less 
than its adjusted basis. 


VI. Effect of stock dividends on 
earnings and profits. 

The statute provides in section 
718(a)(3) that there shall be in- 
cluded in equity invested capital for 
any day: 

“Distributions in stock— 

“(A) made prior to such taxable 
year to the extent to which they 
are considered distributions of 
earnings and profits; and 

“(B) previously made during 
such taxable year to the extent to 
which they are considered dis- 

tributions of earnings and profits 
other than earnings and profits of 
such taxable year.” 


It is further provided in section 
/18(c)(1): 

“* * * the term ‘distribution in 
stock’ means a distribution by a 
corporation in its stock or rights 
to acquire its stock. To the extent 

2 


- 


that a distribution in stock is not 
considered a distribution of earn- 
ings and profits, it shall not be 
considered a distribution. A dis- 
tribution in stock shall not be re- 
garded as money or property paid 
in for stock, or as paid-in surplus, 
or as a contribution to capital.” 


The statute thus recognizes in a 
somewhat backhanded way that a 
stock dividend, to the extent that it 
constitutes a distribution of earnings 
and profits, other than those of the 
current taxable year, shall be in- 
cluded in equity invested capital 
under a separate category. It neces- 
sarily follows that the amount so 
included in invested capital has been 
deducted from accumulated earnings 
and profits as a distribution thereof. 

A true stock dividend, however, 
such as a distribution of common 
stock to common stockholders, will 
not affect uninvested capital. Cf. 
Art. 859, Reg. 62 (1922). 

The difficulties in applying this 
provision will arise chiefly in deter- 
mining whether or not a particular 
stock dividend is a distribution of 
earnings and profits. 

Since January 1, 1936, all stock 
dividends which Congress has power 
under the Constitution to treat 
income are taxable as dividend in- 
come to the stockholders to the ex- 
tent covered by earnings and profits 
accumulated since February 28, 1913 
(section 115(f), Internal Revenue 
Code). If such stock dividends are 
taxable to the shareholders as divi- 
dend income, they do constitute a 
distribution of earnings and _ profits, 
but if they are constitutionally ex- 
empt from tax, they do not consti- 
tute a distribution of earnings and 
profits. This is specifically provided 
in section 115(h), Internal Revenue 
Code. As to stock dividends during 
this period, the only question is the 
often difficult one as to their status 
as income to the stockholders under 
the Constitution. 


as 
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For the years 1921 to 1935, the 
Revenue Acts specifically exempted 
stock dividends from income tax, 
and it was finally held that this 
statutory exemption was applicable 
to all stock dividends, even those 
which Congress could have taxed if 
it so chose. Helvering v. Gowan, 302 
U. S. 238 (1937). Section 115(h) 
specifically provides that stock divi- 
dends which were exempt to the 
stockholders under section 115(f) of 
the Revenue Act of 1934 or a cor- 
responding provision of a prior Rev- 
enue Act, shall not be considered a 
distribution of earnings or profits. 

Prior to 1921, however, there was 
no such statutory exemption. On 
the contrary, the laws of 1916 and 
1918 purported to tax stock divi- 
dends. The law of 1913 was silent 
on the question. The effect of stock 
dividends paid during the years 1913 
to 1920, inclusive, or prior to 1913, is 
not, therefore, clearly indicated by 
any statutory provision. You will 
recall that the Supreme Court held 
that stock dividends were not tax- 
able under the 1913 Act (Towne v. 
Eisner, 245 U. S. 418 (1918), this con- 
clusion being reached as a matter of 
statutory construction. The Court 
also held in Eisner v. Macomber, 252 
U. S. 189 (1920), that the provision 
of the 1916 Act, attempting to tax 
stock dividends, was invalid as ap- 
plied to a dividend in common stock 
paid to common stockholders. Later 
decisions indicate, however, that 
many other types of stock dividends 
could be treated as income to the 
stockholders under the Constitution 
(Koshland v. Helvering, 298 U.S. 441 
(1936)). It would seem to follow 
that with respect to stock dividends 
distributed prior to 1921, it is neces- 
sary to determine their status under 


the Constitution in order to deter- 
mine whether or not such distribu- 
tions constituted a distribution of 
earnings and profits. 


Vil. The effect on accumulated 
earnings and profits of the acquisi- 
tion of the accumulated earnings and 
profits of another corporation in a 
reorganization transaction. 


It has been established by the San- 
some case and other decisions that 
in certain reorganization transactions 
the earnings and profits of the orig- 
inal companies continue for pur- 
poses of dividend distributions as 
earnings and profits of the continu- 
ing corporation.® 

Recognition of this principle is 
embodied in Article 19.27(g)-1 of 
Regulations 103 with reference to 
the basic surtax credit for dividends 
paid in cases where the undis- 
tributed earnings or profits of a cor- 
poration have become the earnings 
or profits of another corporation 
subject to distribution as dividends 
by such other corporation. The cir- 
cumstances under which the earn- 
ings and profits of one corporation 
become the earnings and profits of 
another corporation available for 
distribution as dividends by it are 
not clearly defined. The illustration 
given in the regulations is that of 
the non-taxable liquidation by a cor- 
poration of a subsidiary. The cases 
referred to were generally cases of 
reincorporation of a corporation or 
the acquisition by one corporation in 
an exempt transaction of all the 
assets of one or more other corpora- 
tions. It is therefore settled that in 
certain not clearly defined classes 
of reorganizations the earnings and 
profits of one corporation available 
for distribution as dividends persist 


6 Commissioner v. Sansome, 60 F. (2d) 931 (2nd C.C.A., 1932), certiorari denied, 287 
U. S. 667 (1932); United States v. Kauffmann, 62 F. (2d) 1045 (9th C.C.A., 1933) ; 
Murchison’s Estate v. Commissioner, 76 F. (2d) 641 (Sth C.C.A., 1935); Baker v. Commis- 
sioner, 80 F. (2d) 813 (2nd C.C.A., 1936); Cable v. Commissioner, 102 F. (2d) 977 (2nd 
C.C.A., 1939), certiorari denied, 308 U. S. 575 (1939); Carrigan v. Commissioner, 103 F. 
(2d) 1010 (3rd C.C.A. 1939), certiorari denied, 308 U. S. 576 (1939) ; Helen v. Crocker, 29 


B.T.A. 773 (1934). 
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as earnings and profits of another 
corporation.‘ 

Recognition of this principle ap- 
pears in section 718(b)(3) of the 
Revenue Act which requires that 
equity invested capital computed 
under section 718(a) must be re- 
duced by 

“The earnings and profits of an- 
other corporation which previous- 
ly at any time were included in 
accumulated earnings and profits 
by reason of a transaction de- 
scribed in sections 112(b) to (e), 
both inclusive, or in the corre- 
sponding provision of a prior 
revenue law, or by reason of the 
transfer by such other corporation 
to the taxpayer of property, the 
basis of which in the hands of the 
taxpayer is or was determined 
with reference to its basis in the 
hands of such other corporation, 
or would have been so determined 
if the property had been other than 
money.” 


The report of the Conference Com- 
mittee states that this reduction is 
required in the statute in order to 
prevent the duplication of values in 
invested capital. 

The statute apparently contemp- 
lates that where the assets of an- 
other corporation are acquired by 
the taxpayer in exchange for its 
stock, either in a reorganization trans- 
action, where no gain or loss is 
recognized by reason of section 
112(b) to (e), inclusive, or under 
circumstances where the transferee 
must take the transferor’s basis for 
the assets, two separate provisions 
of section 718(a) apply. First, under 
section 718(a)(2), the property paid 
in is included in invested capital at 
its unadjusted basis to the trans- 
feree, which in many cases would be 
the adjusted basis of the transferor. 
This must be reduced by any liabil- 
ities assumed or any money paid 


by the transferor (see section 751). 
This would, of course, reflect the 
fully adjusted basis for the net assets 
of the transferor, including both 
amounts offsetting capital account 
and amounts offsetting earned sur- 
plus. Second, the statute apparently 
assumes that the accumulated earn- 
ings and profits of the transferor in 
such a case are added to the ac- 
cumulated earnings and profits of 
the transferee under the principle of 
the Sansome case, and hence are in- 
cludible in invested capital under 
section 718(a)(4).. The amount 
representing earnings and profits of 
the transferor is thus included twice, 
and in order to prevent this duplica- 
tion, the deduction referred to above 
is prescribed in section 718(b) (3). 

Presumably these provisions will 
be so construed as to be applicable 
only where there is in fact a duplica- 
tion of amounts included in invested 
capital. The deduction of the earn- 
ings and profits of the predecessor 
corporation should be required only 
where the transferee has first been 
permitted to include in its earnings 
and profits the earnings and profits 
of the transferor in addition to in- 
cluding in invested capital the un- 
adjusted basis of the property paid 
in for its stock. 

This provision may, however, 
cause difficulty where the taxpayer 
has a deficit greater than the earn- 
ings and profits taken over from the 
other corporation. As the statute 
reads, the deduction of the earnings 
and profits of the predecessor cor- 
poration must be deducted from the 
sum of the money and property paid 
in for stock plus accumulated earn- 
ings. If the earnings and profits of 
the predecessor corporation taken 
over merely reduce a deficit in earned 
surplus of the transferee, the statute 
nevertheless seems to require the 
deduction from the sum of the 
money and property paid in for stock 


7 See Paul & Mertens, Law of Federal Income Taxation, Vol. I, Sec. 8.45, p. 352; 


Helen v. Crocker, 29 B.T.A. 773 (1934). 
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of the earnings and profits of the 
predecessor. The result may be that 
although the taxpayer issued stock 
for valuable assets in an exempt re- 
organization transaction, it may 
have less invested capital than it 
would have had if the transaction 
had never occurred. 


VIII. Effect of losses impairing, 
or distributions out of, capital or 
paid-in surplus in prior years. 

Investigation of the history of a 
particular corporation year by year 
may show that at some point the 
corporation’s capital or paid-in sur- 
plus was impaired by reason of operat- 
ing losses or by reason of distribu- 
tions. Subsequent to such impair- 
ment there may have been earnings 
which had not been distributed. 
What is the effect on invested capital 


P) 


in such cases: 

With respect to operating losses 
which impair capital or paid-in sur- 
plus, we find nothing in section 718 
requiring such losses to be deducted 
from the amount included in equity 
invested capital on account of cash 
or property originally paid in for 
stock. It has, however, long been 
held by the Bureau of Internal 
Revenue that there can be no ac- 
cumulation of earnings and profits 
available for dividends until a deficit 
or impairment of paid-in surplus or 
paid-in capital due to operating los- 
ses has been made good. G.C.M. 1552, 
VI-1 C.B. 10 (1927); O. 942, 1 C.B. 
300 (1919). The Board of Tax Ap- 
peals has held that a deficit resulting 
from operating losses must be made 
up out of subsequent earnings before 
there can be any “earnings or profits 
accumulated” available for dividend 
purposes. Arthur C. Stifel, 29 B.T.A. 
1145 (1934). The United States Sup- 
reme Court in holding in Helvering v. 
Canfield, 291 U. S. 163 (1934), that 
pre-1913 earnings which were once 
lost could not be restored to their 
original status out of subsequent 
earnings expressly stated that the 


result might be different where the 
problem was one of making good an 
impairment of capital due to operat- 
ing losses. From these authorities 
it would seem to follow that where 
capital or paid-in surplus had been 
impaired by operating losses, no 
deduction from invested capital need 
be made on this account but that 
there can be no amount of ac- 
cumulated earnings and profits to 
be added to equity invested capital 
until this operating deficit has been 
made good out of subsequent earn- 
ings. 

With respect to distributions to 
stockholders which are distributions 
from a source other than accum- 
ulated earnings and_ profits, the 
statute specifically provides that 
such distribution must be deducted 
in computing equity invested capital. 
Section 718(b)(1) and (2). The 
statute is silent as to the effect of 
subsequent earnings and profits in 
such a case. The statute seems to say 
that where distributions are made 
from sources other than earnings and 
profits this portion of the original 
capital is gone and cannot there- 
after be included in equity invested 
capital. It would follow that it is not 
necessary to make up out of subse- 
quent earnings such an impairment 
of capital resulting from distribu- 
tions to stockholders and that ac- 
cumulated earnings and profits could 
be computed without regard to such 
an impairment. 

As I read the statute and cases, 
therefore, an impairment of capital 
due to operating losses does not re- 
duce invested capital but must be 
made up out of subsequent earnings 
before any earnings and profits can 
be accumulated. An impairment of 
capital due to distributions to stock- 
holders, however, permanently re- 
duces invested capital and all subse- 
quent earnings may enter into the 
computation of accumulated earn- 
ings and profits. 
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[X. Preparation of schedules. 


It seems to me that it will be 
necessary in most cases to prepare 
two separate schedules for all years 
in computing earnings and profits; 
one to be used for the purpose of 
determining the source of dividend 
payments in 1940 and one to be used 
for determining accumulated earn- 
ings and profits for invested capital 
purposes. Schedules heretofore pre- 
pared for the purpose of determining 
~arnings and profits available for 
dividends may no longer be correct, 
even for that purpose, in view of the 
provisions of the Second Revenue 


Act of 1940. 


Certainly separate computations 
of earnings and profits will be neces- 
sary with respect to corporations or- 
ganized prior to March 1, 1913, and 
still in existence as the two schedules 
will differ with respect to losses and 
gains, depreciation, depletion and 
amortization, and these differences 
may cause differences as to the effect 
of distributions to stockholders. 


Even where March 1, 1913 values 
do not affect the situation there may 
be differences in the two schedules. 
For example, section 718(c)(3) pro- 
vides that in computing current earn- 
ings and profits and the determina- 
tion of the effect of distributions 
made during the taxable year for 
invested capital purposes, the excess- 
profits tax for the current year need 
not be deducted. There is no similar 
provision as to the determination of 
the amount of current earnings avail- 
able for dividends. Furthermore, sec- 
tion 718(c)(2) provides that begin- 
ning with 1941 distributions in the 
first sixty days of the taxable year 
shall be considered to have been 
made on the last day of the preced- 
ing year for invested capital pur- 
poses. There is no similar provision 
with respect to the determination 


of earnings and profits available for 
dividends. 


Conclusion 

There are many other important 
legal questions affecting the de- 
termination of earnings and profits 
for dividend purposes or for invested 
capital purposes or for other pur- 
poses specified in the Revenue Acts. 
We will find this to be a question 
giving rise to many complications in 
particular cases. Although corpora- 
tions may have settled many of the 
questions involved in the determina- 
tion of invested capital for periods 
up to 1921 and necessarily have quite 
accurate records for all years since 
that date, there are bound to be sub- 
stantial difficulties in determining 
earnings and profits. The effect of 
particular transactions may have 
been finally settled for a particular 
year on a basis which later decisions 
establish was incorrect. More or less 
arbitrary settlements may have been 
made for particular tax years with- 
out specification as to the effect of 
such settlements on various trans- 
actions involved. The manner in 
which the tax liability was actually 
disposed of for a particular year may 
therefore by no means determine 
how the transaction should now be 
treated for the purposes of determin- 
ing accumulated earnings and pro- 
fits. Matters which were settled in 
connection with excess-profits taxes 
under the acts of 1917, 1918 and 1921 
may have a different result under the 
substantially different provisions of 
the present excess-profits tax law. 
We are, therefore, again faced with 
many of the complications and dif- 
ficulties which seem to be neces- 
sarily involved in the administration 
of an excess-profits tax law based on 
invested capital, a difficulty which 
was one of the impelling reasons for 
the repeal of the original excess- 
profits tax. 
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and Answers on 


Federal Taxation 


By COMMITTEE ON FEDERAL TAXATION 


OME of the many interesting 

questions presented by members 
in connection with the meeting on 
Federal Income Taxation which was 
held at the Waldorf-Astoria Hotel 
on November 18 and 19, 1940 are 
considered to be of such general im- 
portance as to warrant their repro- 
duction for the benefit of the entire 
membership. 

These answers must be regarded 
as merely an expression of personal 
opinion and are furnished with the 
understanding that The New York 
State Society of Certified Public Ac- 
countants and the members of the 
Committee on Federal Taxation have 
disclaimed all responsibility for the 
accuracy of the information given or 
the soundness of the views expressed. 

Question: Does the term “bor- 
rowed invested capital” include a 
mortgage on property purchased 
subject to said mortgage, where the 
taxpayer is not liable on the mort- 
gage bond? 

Answer: The law (Section 719(a) ) 
is not clear whether the mortgage 
in such a transaction possesses the 
necessary evidentiary characteristics 
for inclusion in the term “borrowed 
invested capital”. The law does not 
specifically state that the mortgage 
must be executed by the taxpayer. 
Technically speaking, the mortgage 
is not an indebtedness of the tax- 
payer, although in order to retain 
the property the taxpayer must com- 
ply with all the mortgage terms, 
which besides payment of interest 
might also necessitate amortization 
payments on account of principal. 
The Commissioner might in future 
regulations, to be promulgated in 
connection with the FExcess-Profits 


Tax Act, permit such a mortgage to 
be included in the classification of 
“borrowed invested capital”. This 
view is taken since the present regu- 
lations relating to the normal income 
taxes contain the following state- 
ment: 

“Interest paid by the taxpayer 
on a mortgage upon real estate of 
which he is the legal or equitable 
owner, even though the taxpayer 
is not directly liable upon the bond 
or note secured by such mortgage, 
may be deducted as interest on his 
indebtedness”. (See Section 19.23 
(b)-1 of Regulations 103) 


Note: Only 50% of the mortgage 
would be included in “borrowed in- 
vested capital”. 

Question: (A) Under Section 713 
(Excess-profits credit based on in- 
come), a corporation is allowed, as 
part of its excess-profits credit, 8 
per cent of its net additional capital 
contributed during the taxable year. 
Any inadmissible assets (i.e., domes- 
tic stocks and tax-exempt bonds) 
purchased in such years are to be 
deducted from such additional capi- 
tal. Are such inadmissible assets, 
part of the equity capital at the be- 
ginning of the year, treated as addi- 
tional contributions of capital if sold 
during the taxable year. For ex- 
ample, a corporation at the beginning 
of the year had a $50,000 capital. Its 
assets include $2,000 in domestic 
stocks. During the taxable year, it 
sold the stocks which, for tax pur- 
poses, are considered inadmissible 
assets. Would the proceeds from 
this sale, namely $2,000, appear to 
be the equivalent of additional capital. 
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Answer: ‘The provisions of Sec- 
tion 731 (a) regarding the effect of 
capital changes during the taxable 
year on the excess-profits credit 
based upon income require computa- 
tion of daily capital additions and 
reductions. The daily reduction con- 
sists of disbursements to sharehold- 
ers not out of earnings and profits. 
The daily additions consist of amounts 
paid in to capital by stockholders 
less increases in inadmissible assets 
since the beginning of the year. The 
statute provides that the net capital 
addition for any day shall not be less 
than zero. Consequently, an increase 
in inadmissible assets may reduce 
the net capital addition, but a de- 
crease can have no effect upon the 
formula. The conversion by sale of 
any inadmissible assets to admissible 
assets is not a capital addition, since 
the section defines capital additions 
as money or property contributed to 
capital. 

However, under the invested capi- 
tal method, such a sale, if it resulted 
in a short term capital gain, would 
increase invested capital. (See Sec. 
720-c) 


Question: A corporation which is 
a dealer in securities, using the in- 
ventory method, has in its inventory 
tax-free bonds and domestic stock. 
Would these securities, under the 
invested capital method, be consid- 
ered as inadmissible assets? If these 
were investments, there is no doubt 
that they would be inadmissible 
assets, but when they are stock in 
trade, a doubt seems to arise. 

Answer: The definition of inad- 
inissible assets in Sec. 720 makes no 
provision for exception for such 
properties in inventory of security 
dealers. 

Question: In computing equity 
invested capital should an accumu- 
lated deficit be deducted? 

Answer: This point is not specifi- 
cally covered by the law, which pro- 
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vides for the inclusion of accumu- 
lated earnings and profits. The 
House Ways and Means Committee 
report on the bill stated in explana- 
tion of the provision “If there is a 
deficit in the accumulated earnings 
and profits as of the beginning of the 
taxable year, such deficit shall not be 
taken into account and in such cases 
the earnings and profits shall be con- 
sidered as zero”’. 


Question: How is treasury stock 
owned by a corporation to be treated 
in computing invested capital? Is 
such stock an inadmissible asset? 


Answer: The new [xcess-Profits 
Tax Act does not specifically indi- 
cate the treatment of treasury stock 
in connection with invested capital. 
However, it is believed that the regu- 
lations to be promulgated by the 
Commissioner will undoubtedly cover 
this matter. Based upon previous 
decisions under the old Excess- 
Profits Laws the following should be 
noted. 

It appears that if treasury stock is 
acquired by purchase, the equity 
invested capital is reduced thereby, 
if the taxpayer had the right to re- 
tire the stock. In the case of Cleveland 
Railway Company v. Commissioner 
(Federal Reporter, Second Series, 
Volume 36, page 347) the taxpayer 
was not permitted to retire treasury 
stock it had acquired. The Court 
held that the stock should remain in 
invested capital. 

Treasury stock donated to the 
company will not reduce equity in- 
vested capital. 

Since treasury stock ordinarily is a 
direct factor in the computation of 
equity invested capital it is not an 
asset of the taxpayer and does not 
enter into the classification of assets 
as to inadmissible and admissible 
items. 


Question: A corporation is organ- 
ized 1-1-36. Operations are begun 
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1-1-37. A return was filed for 1936 
indicating no operations. 

In determining the average base- 
period net income, is the income for 
1936 zero, or is the income for 1936 
determined as 8 per cent of the in- 
vested capital at 1-1-40? 

Does the term “in existence” in- 
clude “doing business’’? 


Answer: Since the company was 
in existence in 1936, the year will 
probably be treated as Zero. There 
is nothing to indicate that the term 
“in existence” is to be construed as 
“doing business”. It would seem 
that this might be a case for relief 
under Sec. 722. 

Sec. 19.52-1, Regulations 103, 
states that a corporation “having an 
existence during any portion of a 
taxable year is required to make a 
return.” It also states that “a cor- 
poration which has received a char- 
ter, but has never perfected its or- 
ganization, which has transacted no 
business and had no income from 
any source, may upon presentation 
of the facts to the collector be re- 
lieved from the necessity of making 
a return as long as it remains in an 
unorganized condition. In the ab- 
sence of a proper showing to the col- 
lector such a corporation will be re- 
quired to make a return.” 

If the inference is that a corpora- 
tion in an unorganized condition (to 
quote the foregoing) does not have 
an existence, it may be that in such 
circumstances a credit for base- 
period income could be claimed un- 
der Sec. 713(b) (5). 


Question: A Company owns 
100% of the stock of B Company. 
For the years 1936 to 1939 B Com- 
pany has an average net income of 
$100,000. A Company shows a loss 
of $10,000 for 1936 and a loss of 
$120,000 from January 1, 1937 to 
October 31, 1937 when it was merged 
with and into its subsidiary B Com- 
pany. What is the average net in- 


come for excess-profits of B Com- 
pany for the base period 1936 to 
1939? 


Answer: A’s and B’s incomes are 
to be combined. Assuming that B 
had an nicome of $100,000 in each 
of the years, their 1936 results was 
a profit of $90,000, in 1937 a loss of 
$20,000, in 1938 a profit of $100,000 
and in 1939 a profit of $100,000. The 
1937 loss need not be figured. The 
remaining three years’ profits are to 
be divided by four. Accordingly, 
A’s average base-period income is 


$72,500. (One fourth of $290,000.) 


Question: A corporation has ac- 
quired assets in a tax-free reorgan- 
ization and carries them on its books 
at a higher value than the predeces- 
sor’s cost. Depreciation is deducted 
for tax purposes only on the prede- 
cessor’s cost. The depreciation on 
the excess of its book values over 
predecessor’s cost is not deducted 
for tax purposes but is charged to 
profit and loss account on the books. 
Should the depreciation which is not 
deducted or allowable for tax pur- 
poses be charged against accumu- 
lated earnings and profits for pur- 
poses of determining invested capi- 
tal? 


Answer: The excessive deprecia- 
tion not deducted or allowable for 
income tax purposes should not be 
deducted from accumulated earnings 
and profits for excess-profits tax pur- 
poses. 


Question: Can a net operating 
loss for the fiscal year ended Sep- 
tember 30, 1939 be applied against 
the income for the fiscal year ended 


September 30, 1940? 


Answer: No. Under the provi- 
sions of Section 122 of the Internal 
Revenue Code, no carry-over is per- 
mitted in respect of a loss sustained 
in a taxable year beginning prior to 
January 1, 1939, hence a loss for a 
fiscal year beginning on October 1, 
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1938 and ending on September 30, 
1939 cannot be applied against the 
income for a fiscal year ended on 
September 30, 1940. 


Question: Can a net operating 
loss for a fiscal year ended in 1940 
be deducted from income (if any) for 
a fiscal year ending in 1941? 

Answer: Yes, because the fiscal 
year ended in 1940 began after Jan- 
uary 1, 1939 (see answer to preced- 
ing question). 

Question: Does the new excess 
profits tax affect these fiscal years 
(i.e., fiscal year ended September 30, 


1939 and fiscal year ended Septem- 
ber 30, 1940) any differently from the 
calendar years? 


Answer: The income for both of 
these periods is not subject to excess 
profits tax for the reason that under 
the provisions of Section 710 of the 
Second Revenue Act of 1940, corpo- 
rations are not liable to excess-profits 
tax on income derived in fiscal years 
beginning prior to January 1, 1940, 
hence corporations with fiscal years 
beginning on October 1, 1938 or 
October 1, 1939 are not liable to ex- 
cess-profits tax. 
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Recent Significant Changes Affecting New 


York State Income and Franchise Taxes 


By BENJAMIN GRUND, C.P.A. 


N these days of defense taxation, 
so much is heard of federal ex- 
cess-profits taxes and new Revenue 
Acts, that little, if any, considera- 
tion is given to state taxes. Im- 
portant changes in state legislation, 
revision in the regulations, new rul- 
ings, changes in administrative prac- 
tice, all slip by almost unnoticed. 
Some of the more important of the 
1940 developments along these lines 
in New York State, as applied to 
income and franchise taxes, are well 
worthy of review and discussion. 
First as to income taxes. Perhaps 
the most significant 1940 develop- 
ment has to do with prior years 
rather than current years. It is re- 
flected in the 1939 income tax blank 
in a new question, reading as fol- 
lows: “Did the Federal Internal 
Revenue Bureau find additional tax 
due on your Federal return for either 
1937 or 1938? (Answer Yes or No). 
If the answer is Yes, state amount. 
Attach a statement giving full de- 
tails.”” Considerable doubt and some 
consternation first arose about the 
propriety of the question. After 
studying the matter, the Committee 
on State Taxation advised members 
of the Society to answer the ques- 
tion, and that an affirmative an- 
swer should be given where federal 
proceedings had developed to the 
point where the taxpayer had paid 
an additional tax, or had agreed to 
pay one, for either 1937 or 1938 or 
had received the ninety day defici- 
ency notice for either of these years 
from the Treasury Department. 
While the State anticipates that 
through the answers it will be 
afforded clues to many increases in 


income and tax for 1937 and 1938. 
it also recognized that re-examina- 
tion of the past may also show that 
deductions disallowed in a current 
year belong in a_ previous year. 
Frequently, that previous year is 
closed by limitations and the tax- 
payer is “out of luck”. An import- 
ant step was taken to relieve this 
hardship by amendment of Section 
373 of the New York State tax law, 
effective March 15, 1940. As amend- 
ed, it provides that where the Com- 
mission, in any year, makes an as- 
sessment as a result of disallowing 
a deduction, which would have been 
allowable in any of the five prior 
years, then regardless of the statute 
of limitations otherwise applicable, 
a refund may be made by allowing 
the deduction for the prior year. The 
amendment limits the resulting re- 
fund to the amount of the additional 
assessment for the later year in 
which the deduction is disallowed. 

The new provision is a start, but 
only a start. It doesn’t go far enough. 
It was probably prompted by Sec- 
tion 3801 of the Internal Revenue 
Code, but it does not begin to cover 
the ground of the federal provision 
or that is equitably required. To 
begin with, no provision is made 
adjusting for double taxing of in- 
come. Only double disallowances 
are dealt with. Why a failure to 
allow a deduction is holier than the 
double taxation of income is some- 
what puzzling, but that’s the way 
the thing now stands. 

There is another condition that 
calls for correction but is not yet 
touched by amended Section 373. 
That section works only for back 


Presented at the December 9, 1940 Tax Meeting of The New York State Society of 


Certified Public Accountants. 
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Recent Significant Changes Af 
years. However, the disallowed de- 
duction may belong in a future year, 
and refund for the future year may 
be outlawed under the present law. 
This results from the fact that the 
State has three years for assessment, 
whereas, the taxpayer has two years 
for refunds. For example, let us as- 
sume that a bad debt deduction in 
the 1936 return is disallowed in the 
examination of the return in March 
1941. Let us also assume a timely 
assessment can still be made as a 
result of a consent furnished in 
March 1940, at the State’s request, 
extending the time for the examina- 
tion and assessment of the 1936 
return for another year. The basis 
for the disallowance is that the de- 
duction belongs, not in 1936, but in 
1937. The time for securing a re- 
fund for 1937 is, however, then bar- 
red—in the absence of a timely re- 
fund claim. The Society has recom- 
mended that this inequity be cured 
by providing the same time for re- 
fund claims as for assessments. 

The amendment to Section 373 
has another quirk, this time to the 
advantage of the taxpayer. It lends 
encouragement to taxpayers who 
have been lax in claiming deductions 
belonging in barred years, to de- 
liberately deduct the item in a cur- 
rent year, knowing full well it 
doesn’t belong in the current year, 
but also knowing that the disallow- 
ance in the current year will be the 
open sesame for the past year other- 
wise barred. Thus, a taxpayer may 
deduct in his 1940 return an expense 
which should have been, but was not 
deducted in his 1936 return. An as- 
sessment for 1940 will ensue, but so 
also will a corresponding refund for 
1936 that he couldn’t otherwise get. 

It is interesting to know that ap- 
propriation has been made by the 
Legislature of $250,000 to enable 
the extension of the Tax Commis- 
sion’s facilities and permit a more 


367 2 Sec. 371 
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thorough administration of the tax 
law. Of course, the extension of the 
Commission’s facilities isn’t going 
to hurt the State any. To the con- 
trary, the Commission anticipates 
the collection of substantial addi- 
tional revenues by more uniform and 
extensive examination of taxpayers’ 
returns. Such examinations will un- 
doubtedly also result in some re- 
funds in appropriate cases. 

Let us consider additional 1940 
changes. Here are some applicable 
to administrative provisions. Begin- 
ning with 1940 returns, the liability 
of husband and wife filing a joint 
return is joint and several, and ap- 
parently both will be required to 
execute the return.’ In the past, but 
one signature was necessary and 
apparently only the one who signed 
the return was personally liable for 
the tax. This amendment brings the 
state law and procedure in line with 
the federal law. ; 

A change that will cramp the style 
of Notary Publics is one that elim- 
inates the need for verification of 
returns under oath before a Notary 
Public. A certificate by a taxpayer 
is all that is required.? This is equal- 
ly applicable to individual, partner- 
ship and fiduciary returns. Franchise 
tax returns, however, will still re- 
quire the oath. 

The various emergency taxes have 
been continued for another year. 
This applies to the 1% emergency 
tax on individual incomes, the 4% 
emergency tax on unincorporated 
businesses (partnership, individual 
and fiduciary), the emergency util- 
ity taxes, and the increase from 
414% to 6% in the franchise tax on 
ordinary business  corporations.* 
Some consolation, slight as it is, sur- 
rounds the 1% emergency tax on 
personal incomes. Taxpayers need 
not dig down into their jeans until 
June 15 to pay half of the 1% emer- 


gency tax. Heretofore, the till was 


3 Secs. 351(14), 386(a) 
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nicked in full on April 15.* Far more 
important is that we face the eighth 
year of emergency taxes. Realistic- 
ally, the emergency seems to be as 
permanent as the federal declared 
value capital stock tax which also 
began as a one year tax in the 1933 
NRA days. 

A number of changes in the New 
York State income tax regulations 
were made in December 1939 and 
June 1940 to give effect to changes 
iri the law and administrative polic- 
ies. We'll cover the more significant 
ones here. 

Salaries of employees of the 
United States government are now 
taxable. Salaries include pensions. 
There is an exemption, however, 
applicable to pensions received un- 
der any law for the benefit or relief 
of injured or disabled members of 
the military or naval forces.® 

The regulations now provide that 
land used in a trade or business is 
not a capital asset,® thereby elimin- 
ating a needless requirement fre- 
quently encountered, to apportion 
between land and building the cost 
and selling price of business realty. 
Unfortunately, the federal govern- 
ment hasn’t caught up with this yet 
in the case of individual returns and 
corporate excess-profits tax returns, 
so that another difference has been 
added to the long list of variations 
between federal and New York 
State tax laws. The State has gen- 
erally followed the federal govern- 
ment. Here is one instance where 
the federal authorities could well 
emulate the State. 

An article has been added to ex- 
plain just what deductions are prop- 
erly allocable to capital assets sold 
or exchanged during the year.’ 
These are limited to expenses incur- 
red at the time of the sale or direct- 
ly connected with the sale. They in- 
clude brokers, commissions, stock 
transfer taxes, legal expenses to 


4 Sec. 351 (f) 5 Reg. 40, Art. 40 
8 Reg. 40, Art. 486 


6 Reg. 40, Art. 485-a 
9 Reg. 40, Art. 493-j repealed 


complete the sale, and other similar 
expenditures. Incidentally, in the 
definition of a sale or exchange, the 
regulations now provide for the in- 
clusion of shares of stock and rights 
to stock that become worthless dur- 
ing the year.® This is merely a catch- 
ing up with the law on the part of 
the regulations. 

On the other hand, a former pro- 
vision of the regulations has been 
dropped. The article eliminated pro- 
vided for apportionment of cost up- 
on the distribution of securities to a 
stockholder without the surrender 
of stock pursuant to a plan of reor- 
ganization.® The omission is brought 
about by the present requirement in 
the law to include such distributions 
in taxable income. It would appear, 
however, that the article should have 
been retained in respect to distribu- 
tions made under the old law when 
the distributions without the sur- 
render of stock did not give rise to 
taxable income, for surely, taxpayers 
currently selling stocks that were 
affected by such distributions are 
still required to make the necessary 
cost allocation. 

The regulations now embody the 
cption effective for the first time be- 
ginning with a year that starts on 
or after January 1, 1939, to compute 
the bad debt deduction either on an 
actual or reserve basis.1° Hereto- 
fore, the reserve basis was not per- 
mitted. The change eliminated one 
of the differences between the fed- 
eral and state law and brought the 
two in harmony. After 1939 a tax- 
payer, desiring to change to or from 
a reserve basis, is required to secure 
the consent of the Tax Commission 
to the change. This will apparently be 
given whenever a similar change has 
been authorized by the Commis- 
sioner of Internal Revenue. 

We come now to changes of signif- 
icance in connection with the cor- 
porate franchise taxes. We have al- 


7 Reg. 40, Art. 485-b 
10 Reg. 40, Art. 161 
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ready observed that the 6% franchise 
tax on income of ordinary business cor- 
porations was extended to cover 1940 
incomes, taxed in the franchise tax 
year beginning November 1, 1941." 
The law has also codified the Tax 
Commission’s practice of allowing 
as a deduction all capital losses in 
full, regardless of the federal limita- 
tions.’ The present federal law still 
limits such deductions by not allow- 
ing capital losses on property held 
eighteen months or less except to the 
extent of gains. Hence the provi- 
sion in the state law serves a neces- 
sary purpose. 

Another helpful provision which 
is also effective with respect to 1940 
operations of business corporations, 
permits the segregation of real es- 
tate owned outside of the State of 
New York even though the corpo- 
ration maintains no business office 
except in New York State.’* This 
amendment was apparently prompted 
as a counterpart to the policy of 
the Tax Commission in taxing for- 
eign corporations which owned real 
estate in New York although they 
did not maintain any office in this 
state. There was no follow through 
of the principle involved when it 
came to a New York corporation. 
To the contrary, a New York cor- 
poration owning outside real estate 
but maintaining no office in other 
states, was taxed in full. Thus, a 
foreign corporation with no office 
in New York, but the owner of real 
estate here, was required to pay a 
state franchise tax to New York. 
A New York corporation owning 
real estate elsewhere, but with an 
office only in New York, was not 
permitted to segregate, as nontax- 
able, the real estate outside of New 
York. The amendment applies con- 
sistency to the treatment of New 
York and foreign corporations. 

The cumbersome requirement of 
filling in the schedules segregating 
12 Sec. 209 
16 Sec. 219(a) 


11 Sec. 214(10) 
15 Sec. 214(10) 


18 Sec. 214(11) 
17 Secs. 198, 218 


assets within and without the State 
of New York is now imposed on all 
corporations, even those who do no 
business outside New York State." 
Why this change should have been 
made is not clear. No benefit can 
be derived by a corporation filling 
in these schedules if its business was 
conducted entirely in New York. 
At all events, compliance with it 
has been rare. The reason is ob- 
vious. A strict adherence to this 
provision would probably eliminate 
all unemployment in the ranks of 
New York accountants. 

On the other hand, a simplifying 
suggestion of your Committee on 
State Taxation was adopted, with 
the result that the valuation of gross 
assets and capital stock is based on 
the situation only at the close of the 
taxable year, instead of on an aver- 
age basis in computing the one mill 
tax on net worth. This codifies the 
prevalent administrative practice.’ 

Reference has previously been 
made to an inconsistency for in- 
come tax purposes insofar as the 
statute of limitations is concerned. 
The same disease blights the fran- 
chise tax. The Tax Commission is 
given five years within which to 
determine assessments, but in any 
event up to January 1, 1941 in the 
case of returns which were then over 
five years old.**° Taxpayers, on the 
other hand, are permitted to request 
revision only within two years from 
the time of the audit of the returns.’” 

The previous rush to dissolve ordi- 
nary business corporations by Oc- 
tober 31 and real estate corporations 
by December 31 of every year is 
now relaxed somewhat by the pro- 
vision which permits such com- 
panies to avoid the tax for the en- 
suing period if the dissolution is 
merely begun by filing application 
for consent to dissolution by those 
dates, but completed by November 
20 and January 20, respectively.’® 


14 Sec. 211(8) 
18 Sec. 197 
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Significant rulings affecting fran- 
chise taxes are still few and far be- 
tween. However, because of the 
close interlink between the franchise 
tax and the unincorporated business 
tax, rulings on the latter frequently 
bear on the franchise tax. This is 
the case in the ruling by the Tax 
Commission that no exemption be 
allowed from the unincorporated 
business tax of that portion of part- 
nership income accruing to a cor- 
porate partner taxable under Ar- 
ticle 9." Article 9, it will be recalled, 
is the one that imposes a tax on 
gross assets or net worth, and divi- 
dends. It does not tax income. 

The deduction for interest paid 
to stockholders or members of their 
immediate families is limited to 10% 
of the total interest, or $1,000, which- 
ever is greater. The Commission has 
clarified what is meant by the ex- 
pression “members of their imme- 
diate families”. The definition em- 
braces “only the brothers and sisters 
(whether by the whole or half blood), 
spouse, ancestors and lineal descend- 





ants of such stockholders”.*° The 
definition apparently has its source 
and counterpart in the federal law 
and regulations dealing with sales 
to members of a family. 

We still look forward to the time 
when the provisions of the franchise 
tax laws will be buttressed and clari- 
fied by regulations and rulings with 
the same fullness as exists in the 
case of the personal income tax law. 
Laudable steps in that direction have 
already been taken by the Tax Com- 
mission. The Society’s Committee 
on State Taxation has attempted to 
be of help, by making some of the 
studies that are a necessary pre- 
liminary to the formulation of com- 
plete and adequate regulations. 

All told, state taxes are not the 
puny things of old. In their quiet 
way, they have been creeping up on 
the taxpayer’s bank account to the 
point where all interested in taxa- 
tion must not only sit up and take 
active notice, but also lend their 
judgment and assistance to trends 
and administration. 


19 Reg. 40—Questions and Answers—Exemptions 
20 Ruling of State Tax Commission—August 8, 1940 
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Recent Significant Court Decisions on 
New York State Taxes 


By BENJAMIN Harrow, C.P.A. 


HE changing economy of the 

past decade has had some im- 
portant effects upon federal and 
state powers to regulate and to tax. 
Fortunately, for the flexible nature 
of our constitution, changes have 
been effected which appear to be 
quite revolutionary and which in 
other countries might have been ac- 
companied by violent upheavals. 
Nevertheless some of the changes, 
even though desirable, have caused 
uneasiness to those brought up along 
conservative lines of thought with 
fixed classical notions of precedents 
long adhered to and now shattered 
in rapid succession. For example, the 
interstate commerce clause in the 
United States Constitution gives the 
federal government the power to 
regulate commerce among the states, 
but this power in the past has been 
definitely limited to prevent federal 
regulation of matters local in nature 
and under the tenth amendment 
reserved to the states. Under our 
new economy, the federal power over 
interstate commerce definitely has 
been expanding, so that local activ- 
ities which may have some effect 
on interstate commerce even though 
not actually a part of such commerce 
may be within the power of Con- 
gress to regulate. This is the doc- 
trine enunciated in the Jones & 
Loughlin Steel Corp.’ case uphold- 
ing the National Labor Relations 
Act and undoubtedly will be the 
constitutional basis for upholding 
the validity of the Fair Labor Stan- 





dards Act when, as, and if that is 
questioned. 
Presented at the December 9, 1940 Tax 
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But the assault upon the inter- 
state commerce clause for the pur- 
pose of expanding regulatory and 
taxing powers has not been limited 
to the federal sovereignty. States too 
have exerted increased powers to 
tax in fields once considered forbid- 
den under the interstate commerce 
clause. For example, there is the 
Berwind-White Coal Mining case.’ 
In that case the United States 
Supreme Court held that the New 
York City Sales Tax could be levied 
on the sale of coal which moves by 
rail from a mine located in Pennsyl- 
vania to a dock in Jersey City, and 
thence by barge to a point of deliv- 
ery in New York City to be used 
by industrial plants and steamship 
companies. It was held that the sales 
tax as so applied was not an in- 
fringement upon interstate com- 
merce. 

The sales tax specifically provided 
that the tax could not be imposed 
upon “any transaction originating 
and/or consummated outside of the 
territorial limits of (the) city, 
notwithstanding that some act be 
necessarily performed with respect 
to such transaction within such lim- 
its.” The respondent in this case was 
a Pennsylvania corporation § that 
maintained a sales office in New 
York City. Sales contracts were en- 
tered into in New York City and 
called for delivery alongside pur- 
chasers’ plants or steamships. The 
court viewed the tax as one levied 
upon the purchaser and in no way a 
discrimination against interstate 
commerce. The taxable event was 


Meeting of The New York State Society of 


1N.L.R.B. v. Jones & Loughlin Steel Corp., 301 U. S. 1 (1937) 
2 McGoldrick, City Comptroller v. Berwind-White Coal Mining Co., 309 U. S. 33, 60 S. 


Ct. 388 (1940) 
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the transfer of possession to the 
purchaser, which occurred just as 
the interstate journey ended. The 
tax was not distinguishable from a 
property tax which the court said 
would have been valid. A distinc- 
tion was attempted by the corpora- 
tion between sales made on the basis 
of prior contracts, before the trans- 
fer of possession and sales contract- 
ed for after goods have been ship- 
ped into the state. The court would 
not accept such a distinction, even 
though previous cases were cited as 
authority for such a distinction. The 
fact that the tax was measured by 
gross sales, and that such fact had 
previously been the basis for in- 
validating a tax as a violation of the 
interstate commerce clause was also 
unavailing. The Court said that the 
tax was conditioned upon a local 
activity which was subject to the 
state taxing power, and that the 
effect of the tax was not a discrim- 
ination against or undue obstruction 
ol interstate commerce. It should be 
added that there was a strong dis- 
senting opinion by the Chief Justice, 
concurred in by two other justices, 
and that the New York State Court 
of Appeals had previously ruled in 
accordance with this minority 
opinion. 

In a later case, United Autographic 
Co. vs. McGoldrick® the Appellate 
Division on the authority of the 
Berwind-White Coal Mining Co. 
case held the retail sales tax ap- 
plicable to a transaction where 
an order for merchandise is taken 
by a salesman in New York City 
operating from a New York office 
of a foreign corporation and _ sent 
out of the state for acceptance. Ship- 
ment of goods was made F.O.B. the 
factory outside of the City, trans- 
portation costs being charged to the 
customer. Here was a case where a 
transaction was completely consum- 
mated outside the territorial limits 
of the city, although some act was 


3260 App. Div. 157 (1940) 


necessarily performed within the 
city limits. Here too, a minority opin- 
ion held that the contracts were not 
effective until accepted outside the 
city and that transfer of title and 
possession took place outside the 
City. 

Although these decisions were 
concerned with a New York City 
tax, the problem of interstate com- 
merce and the principles enunciated 
by the court in these cases affect 
state taxes. The segregation of as- 
sets under the franchise tax pro- 
vides a formula for including in the 
tax base only those transactions 
which may be said to be of an intra- 
state nature. If the jurisdiction of 
the state is extended to transactions 
heretofore considered to be of an 
interstate character, the tax base 
under the allocation formula will 
undoubtedly be widened. 

Under the unincorporated busi- 
ness tax law, and under the income 
tax law in the case of non-residents, 
an allocation of income may be made 
for the purpose of taxing only the 
business done in New York. To the 
extent that the state’s taxing power 
has been widened to include transac- 
tions of an interstate churacter, more 
income may be subject to tax under 
such allocations. 

As a further illustration of the 
assault on the classic conception of 
interstate commerce, we have the 
case of O’Kane Jr. et al. v. State of 
New York* involving the stock trans- 
fer tax. In this case a stock broker 
in New York, as a result of nego- 
tiations by telephone, telegraph and 
mail entered into a contract to sell 
securities to buyers in Philadelphia 
and Washington. The stockbrokers 
mailed sight drafts to banks in 
Philadelphia and Washington with 
the securities attached. The banks 
remitted the checks to the stock- 
brokers. The transfer tax law pro- 
vides for a tax upon “all sales, or 
agreements to sell ...... and all de- 


4283 N. Y. 439 (1940). 
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” 


liveries or transfers of shares...... 
The taxpayer contended that the tax 
was an undue interference with in- 
terstate commerce. The court said, 
“Interstate commerce must bear its 
share of the tax burden along with 
intrastate commerce, but the states 
may not exact of interstate com- 
merce a toll heavier than that which 
intrastate commerce is liable to 
pay.” This case differed from the 
3erwind-White case, in that inter- 
state commerce preceded the tax- 
able event in that case, whereas in 
this case the taxable event occurred 
prior to the transportation of goods 
in interstate commerce. In _ both 
cases the court said a tax is im- 
posed upon one of the incidents of 
ownership without discrimination 
on interstate commerce. A _ strong 
dissenting opinion was rendered on 
the basis of the possibility that in- 
terstate commerce could be sub- 
jected to cumulative burdens if the 
other states involved in the inter- 
state commerce also taxed the same 
transaction. 

For example, in this case the state 
of Pennsylvania might validly have 
taxed the purchaser of the stock. 
The possibility of such a develop- 
ment is quite conceivable, unless 
states adopt some uniform plan for 
taxing according to a formula that 
would avoid double taxation. The 
National Tax Association has sug- 
gested the adoption of what is 
known as the Massachusetts formula 
in taxing corporations that carry on 
an interstate business. 

For a number of years there had 
been a succession of court decisions 
aiming at the reduction of situations 
leading to double taxation, particu- 
larly in the field of estate taxation. 
For that reason, the decision in the 
cases of Curry v. McCanless® and 
Graves et al. v. Elliott et al.© were 
somewhat of a shock. In the first 
case, which arose in the State of 





5 307 U. S. 357 (1939). 


Tennessee, the court held that two 
states may each constitutionally im- 
pose death taxes upon the transfer 
of intangible personal property held 
in trust. The State of Alabama 
could impose the tax because it had 
jurisdiction over the decedent who 
died domiciled in that state, and 
intangible personal property may be 
said to have a situs for taxation 
at the domicile of the owner. The 
State of Tennessee acquired juris- 
diction over the intangible personal 
property because it was held in trust 
by a trustee in that state. With re- 
spect to these intangibles, the court 
said, the decedent had extended his 
activities to this state and so availed 
himself of the protection and benefit 
of the laws of this state. The dis- 
senting opinion recognized the ac- 
quisition of what might be called a 
business situs in Tennessee, but 
went on to say that both states may 
not impose death taxes with respect 
to the same property, and that con- 
sequently the State of Alabama the 
decedent’s domicile could not im- 
pose an inheritance tax on the in- 
tangibles, the rule previously ap- 
plied in the case of tangible per- 
sonal property. The majority opin- 
ion held that the taxation of tangi- 
bles and intangibles is different and 
that there need not be a single tax- 
able situs for intangibles. 

In the case of Graves v. Elliott 
(supra) the decedent has set up a 
trust of intangibles in Colorado 
while a resident there, retaining a 
power to revoke the trust. The de- 
cedent died domiciled in New York 
and the Surrogate Court of New 
York included the value of this trust 
in the net taxable estate. Colorado 
had also assessed a tax on the trans- 
fer of the trust fund. The New York 
Court of Appeals reversed the order 
of the Surrogate, but the United 
States Supreme Court on the au- 
thority of Curry v. McCanless (supra) 


6 307 U. S. 383 (1939). 
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held that New York too may tax 
the transfer. A dissenting opinion 
held that the fiction that intangibles 
are taxable at the domicile of the 
owner was pushed to an unwar- 
ranted extreme in this case. The 
pendulum seems to be swinging the 
other way in encouraging once more 
the double taxation of intangibles. 

It might be added that the New 
York State Constitution Article 16, 
section 3 practically prohibits the 
taxation of intangible personal prop- 
erty of non-residents. The amend- 
ment reads in part as _ follows: 
“Moneys, credits, securities, and 
other intangible personal property 
within the state ... shall be deemed 
to be located at the domicile of the 
owner for purposes of taxation, and, 
if held in trust, shall not be deemed 
to be located in this state for pur- 
poses of taxation because of the 
trustee being domiciled in this state 
...” This amendment became effec- 
tive January 1, 1939. 

Several decisions on the unincor- 
porated business tax merit comment. 
In Peo. ex rel. Tower et al. v. State 
Tax Commission’ the court held that 
the income of a custom house broker 
is subject to the unincorporated 
business tax. The taxpayer sought 
exemption from the tax on the 
ground that he was engaged in the 
practise of a profession, but the 
court held that the services rendered 
by a custom house broker is not the 
practice of a profession as that is 
defined under Section 386. The de- 
cision seems to lay down the test 
that to be exempt the profession 
must be one which under existing 
law cannot be conducted under a cor- 
porate structure. This test appears 
to read something into the law which 
is not there. After enumerating the 
exempt professions which may not 
be practised by a Corporation, the 
law adds to the exemption, “any 


* 282 N. Y. 407 (1940). 


other case in which more than 80% 
of the gross income is derived from 
the personal services actually ren- 
dered by the individual . . . in the 
practice of any other profession and 
in which capital is not a material in- 
come producing factor.” The Tower 
case might thus be made applicable 
to professions now exempt by the 
regulations. The Tower case has 
been followed in the case of insur- 
ance brokerage® and the commission 
is attempting to follow the decision 
in the case of teachers who run a 
private school. 

The case of People ex rel. Nauss 
et al. v. Graves et al.*, is mentioned 
because of what the court says on 
the meaning of doing business. Cer- 
tain tenants in common owned real 
estate acquired by inheritance. They 
employed an agent to manage the 
property. The Tax Commission at- 
tempted to subject the income to the 
unincorporated business tax. The 
court held that the owners were not 
doing business, that doing business 
“connotes something more than the 
ownership of property and the re- 
ceipt of income derived from prop- 
erty.” There is no “exact formula by 
which to determine when the activ- 
ities of a property owner amount to 
the doing of business”, but there has 
been evolved a principle which dis- 
tinguishes between a passive and an 
active owner or investor. One who 
himself actively participates in ad- 
ministering the management of 
properties is doing business. This 
case involved the year 1935. In 1938 
the law ?° was changed to exempt 
from the term “unincorporated busi- 
ness” the mere holding, leasing, or 
managing (including operation) of 
real property by an owner, lessee, or 
fiduciary. The amendment was made 
retroactive to include the calendar 
year 1936. 


For the court and the legislature 


* Otis et al v. Graves et al, 259 App. Div. 957, 20 N.Y.S. (2d) 426 (1940) 


#259 App. Div. 753, 283 N. Y. 383 (1940) 


10 See Chapter 411, Laws of 1938 
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to do such substantial justice to the 
taxpayer may seem unreal though 
welcome. Coming after the cases 
thus far commented on, it is like an 
oasis in a desert. So many tax situa- 
tions involve the issue of what con- 
stitutes doing business, that taxpay- 
ers should make a note of this deci- 
sion for future reference. 

The determination of the value of 
property, especially for estate tax 
purposes, belongs in the realm of 
the metaphysics of taxation. Value 
must ever be one of the imponder- 
ables in tax law. Take the case of the 
matter of Ellwood Burdsall..' In 
this case the problem was the valua- 
tion of unlisted stock not dealt in 
actively on the market. 40,933 shares 
were outstanding among 86 stock- 
holders. Over a period of 10 years 
sales were made to the company’s 
employees, officials and outsiders. 
The tax commission did not con- 
sider actual sales in determining the 
value of the stock because the cor- 
poration was closely held. It con- 
sidered the factors of good will, book 
value, unmarketability, and earning 
capacity of the corporation as shown 
by actual results. The Surrogate 
held that actual sales should also be 
considered, since in a strict meaning 
of the term the stock was not closely 
held. In arriving at clear market 
value, particuiarly for the deter- 
mination of good will, the court dis- 
regarded the income in one of the 
years as being abnormally high, and 
in another year it permitted the 
elimination of a profit on the sale of 
securities from income as not having 
heen realized from the actual busi- 
ness of the company. The latter 
principle seems to have found favor 
in the eyes of Congress when it en- 
acted the excess-profits tax law. 

Two other estate tax cases will 
be mentioned briefly. In one ™ the 


11 Surrogate’s Court, Westchester, N.Y.L.J. p. 2520 6/3/40 
f Surrogate’s Court, 


\2 Estate of Charles Stollberg, 


p. 2119 


Surrogate held that a tax may be 
fixed upon an after discovered asset 
and additional deductions allowed. 
But deductions which could have 
been anticipated and set forth in the 
original schedules were disallowed. 
In the other case'*® the Surrogate 
held that executors commissions are 
not deductible unless actually paid. 
He added that this case was the 
first one to construe the point under 
either the Federal or State estate tax 
laws. 

In this case the commissions were 
irrevocably waived by the executors 
by instruments in writing. They had 
been included as a deduction from 
the gross estate and had been al- 
lowed in fixing the estate tax. The 
issue came before the Surrogate as 
a result of investigations by the In- 
come Tax Bureau in seeking to as- 
certain why one of the executors had 
not reported the commission as in- 
come. The commission thereupon 
moved for a correction of the ap- 
praiser’s report fixing the tax to 
eliminate the deduction for commis- 
sions. The court held further that 
the question of whether commis- 
sions are deductible is one of fact, 
and not one of law, and therefore may 
be reviewed by the Surrogate, even 
though the time within which ap- 
peals may be taken had expired. The 
court distinguished the case of 
matter of Suderov'* involving a de- 
duction “for claims against the 
estate” by saying that there is no 
requirement that a claim must be 
paid in order to constitute a valid 
deduction while such a requirement 
is inevitably implied from the words 
administration expenses in section 249s. 
The Surrogate proceeds to define 
expenses via dictionary and court 
decisions to mean money actually 
paid out. 

Estate and trusts are taxable en- 


N. Y. County 5/9/40, N.Y.L.J. 


‘Matter of Estate of Samuel C. Hooker, deceased, 18 N.Y.S. (2d) 107 


14156 Mise. 661 Aff'd 249 App. Div. Aff’d 274 N.Y. 525 
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tities. In arriving at net taxable in- 
come for an estate the law permits 
as a deduction income properly paid 
or credited to a distributee. In one 
case’ the executors of an estate 
sold capital assets at a profit. The 
executors under the terms of the 
will considered this profit as income 
to be distributed to a beneficiary and 
actually paid it over to the benefici- 
ary who was a resident of Florida. 
The court held that this profit be- 
came an addition to the corpus of 
the estate and so taxable to it as 
corpus profit, and that therefore 
what the beneficiary received was a 
legacy. To be sure in trust parlance 
to distinguish between principal and 
income, this corpus profit may have 
been something to be given to an 
income beneficiary, but for income 
tax purposes it was not the same 
as income taxable to the beneficiary. 

The court of appeals recently ren- 
dered a decision’® which is of in- 
terest. In this case a Delaware 
Corporation declared a dividend at 
a time when the corporation had a 
capital deficit, although it did show 
earnings for the current year. Under 
New York law such a dividend 
would have been illegal. New York 
nevertheless held that the dividend 
was subject to the income tax, since 
it was properly declared in Dela- 
ware. The fact remains that all the 
stockholder received was a return 
of capital. This decision made it un- 
necessary for the state to amend the 
law to conform with the federal 
law which now considers such a divi- 
dend as taxable income. 

Two opinions handed down by 
the Attorney-General earlier in the 


year are of interest. They deal with 
the income tax liability of non-resi- 
dent army officers. The Attorney- 
General rules that the salary of a 
non-resident army officer who is on 
active duty in an army post in New 
York, and who actually lives there, 
is not subject to state income tax. 
If he is on active duty outside the 
army post, he is taxable as a non- 
resident, even though he lives at his 
post. He is earning income within 
the state. If the army officer estab- 
lishes a fixed abiding place in New 
York and spends in the aggregate 
more than seven months here, he is 
taxed on his entire income, as a 
resident. If his duties extend into 
other states, he would be taxed as 
a non-resident, only on that portion 
ot his income earned here. His entire 
income would be subject to an ap- 
portionment under Article 452 on 
the basis of allocated working days 
in New York. 

[ have attempted in this talk to 
cover in twenty minutes those de- 
cisions that to me seemed of major 
interest and importance. There have, 
of course, been other cases. One con- 
clusion that might be reached from 
the cases I have considered is that the 
increasing need for revenue has brought 
about a change in the point of view 
of judges, who in former years 
might have been more hesitant in 
permitting states to enlarge theit 
powers of taxation. Judges appar- 
ently are but human and courts have 
their ear to the ground. They appar- 
ently are aware of changing eco- 
nomic condition, and in the last ana- 
lysis they conclude that taxation is 
a practical matter. 


15 Bank of Richmondville and Holmes, Executors, u/w of William E. Lewis v. Graves, 


259 App. Div. 4, 18 N.Y.S. 2d 133 


16 Peo ex rel Cowan v. Graves, 258 App. Div. 699, 18 N.Y.S. 2d 340 Aff’d 284 N.Y. 60 
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The New Personal Income and 
Corporation Tax Audits 


By Leo Matrersporr, C.P.A. 


N my annual appearances on this 

platform as chairman of the Society’s 
Committee on State Taxation, I have 
counselled with you on ways by 
which the burden of state taxes 
might be lightened. Some would say 
this is but another way—a politer 
one, if you will—of saying “how 
state taxes might be avoided.” Be 
that as it may, it was perfectly ethi- 
cal. Such is the fiber of which our 
democracy is made. Can you imagine 
someone in a totalitarian country 
getting up and saying, “Our dictator 
left out a comma in his new decree, 
and I think we can save some taxes ?” 
No life insurance company would 
assume the risk on that poor fellow’s 
life. It would be subject to acceler- 
ated depreciation, with the emphasis 
on the “accelerated.” 

But now I find myself temporarily 
on the inside looking out. I have 
joined the mysterious circle of tax 
administrators—a polite term for 
tax collectors. People do not like 
tax collectors. So we have a new 
“name for it.” Yet this change on 
my part from the “outside” to the 
“inside” has not brought with it any 
change in my outlook on taxation 
and how tax laws should be admin- 
istered. Rather has it confirmed my 
previous belief that fairness and 
equity yield better results in revenue 
and satisfied taxpayers than arbi- 
trary administration ever can. 

You will recollect that at its last 
session the legislature felt that the 
auditing staff of the State Tax Com- 
mission should be expanded so that 
more personal income and franchise 
tax returns could be reviewed in the 
field and in this manner the State’s 
revenue be increased. For many 
vears the field force of the state has 
been small—so small in fact that it 





might be termed negligible. There- 
fore, there was appropriated $250,000 
and the legislature prescribed that 
the results obtained because of this 
appropriation be kept separate to the 
end that it might be known at the 
end of the fiscal year, June 30, 1941, 
how many dollars in revenue were 
produced for each dollar appropri- 
ated. 

I have always been heartily in 
sympathy with the idea that in order 
that each one of us bear his just tax 
burden, as many returns as possible 
should be audited. The theoretically 
ideal situation would be to review 
in the field all returns, but for prac- 
tical reasons this cannot be done 
since the cost of administration 
would be too high. However, if tax 
administration is fair, the larger the 
number of returns that are audited, 
the more nearly does each and every 
taxpayer bear his just share of the 
cost of his state government. Natu- 
rally I do not quarrel with anyone 
who in preparing his return and 
arriving at his contribution to the 
common weal takes the benefit of 
reasonable doubts. That is as it 
should be in a democracy. If a tax- 
payer resolves a doubt in his favor 
by excluding income, he should ac- 
quaint the department with the kind 
and amount of income which has 
been excluded so that it will be 
possible without the necessity of a 
field audit to consider the item and 
decide on the proper action to be 
taken. And wherever necessary the 
state should review the taxpayer’s 
affairs and records to make sure 
that in so resolving the doubts the 
state and, therefore, the other tax- 
payers are protected. Certainly, too, 
it is better for the state to enforce 
each of its tax laws fairly and fully 
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than leave its taxing statutes unen- 
forced and when in need of revenue 
burden its citizens with new taxes. 

When the $250,000 appropriation 
was enacted, Commissioner Graves, 
knowing my views, asked me to 
head the new audit effort until the 
close of the present fiscal year. Being 
in sympathy not only with the method 
by which the result was to be ac- 
complished, but with the eminently 
fair attitude and administration of 
the present Tax Commission, I ob- 
tained a leave of absence from the 
firm with which I was connected 
and accepted the appointment. 

The legislature felt that by making 
this appropriation several times the 
amount could be collected, thereby 
avoiding the imposition of other or 
higher taxes. Whether its estimate 
will, or will not be fully realized 
cannot, at this time, be predicted. 
Sufficient progress, however, has 
been made to make sure that mate- 
rial additional sums will be collected 
during the current fiscal year and 
the groundwork laid for the collec- 
tion of additional amounts in suc- 
ceeding years. 

Out of the appropriation which 
was made available by the legisla- 
ture, many others than auditors and 
supervisors have been hired. For 
instance, the services of additional 
collectors have been engaged, whose 
function it is to assist the present 
staff in collecting taxes already 
assessed, but which have not been 
paid for one reason or another with- 
in the time prescribed by law. 
More warrant officers had to be 
hired, as well as clerks, stenogra- 
phers, and others to prevent bottle- 
necks in Albany and in the district 
offices because of the increased work 
due to this new effort. 

We come now to the actual opera- 
tions of the new unit. I call it a 
“unit” for want of a better name. 
It is neither a bureau nor is it a 
division of the Department of Taxa- 
tion and Finance. It is called simply 


“Personal Income and Corporation 
Tax Audits.” Various procedures 
were adopted to insure better ad- 
ministration than was possible with 
the limited staff available to the 
Tax Commission in the past. It 
must not be forgotten that many of 
the procedures of which taxpayers 
have complained are not the result 
of any desire on the part of the Tax 
Commission to treat them unfairly, 
but are due rather to the fact that 
sufficient moneys have not been 
made available to engage the serv- 
ices of enough people to permit a 
longer and more thorough examina- 
tion of each taxpayer’s problems. 
I personally can attest to the fact 
that it has been the desire and the 
practice, within the limited means at 
their disposal, of the Tax Commis- 
sion and the several bureaus, to do 
their utmost to give as much time 
and consideration to each case as 
was possible. Further, I know it 
to be a fact that, contrary to popular 
belief, very many of the heads of 
the departments and the employees 
are overworked and give without 
stint of their time before and after 
office hours and on holidays, to fairly 
and equitably dispose of the matters 
before them. 

With all this in mind and to the 
end that taxpayers’ problems be ac- 
corded consideration—not possible 
with a much smaller force to give, 
I proposed new procedures by the 
new unit. The Commission gladly 
adopted this procedure. To some ex- 
tent, it slows down the work, but in 
fairness to taxpayers, the new pro- 
cedure is thought desirable. But 
because the state, with a still limited 
force, is endeavoring to aid the tax- 
payers, we make a plea that you, as 
their representatives, cooperate with 
us so that the work may not be re- 
tarded but be successfully concluded. 
In the long run you, both as tax- 
payers and as taxpayer’s representa- 
tives, will be the gainers as well as 
the state. 
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Our field examiners are assigned 
to squads consisting of five men 
each, each squad being headed by 
a supervisor who is a trained and 
experienced accountant. In the pres- 
ent district field offices of the state 
the examiners are not organized in 
this manner, but the Commission 
felt that the new unit should try the 
new plan combining, however, in 
one squad leader the duties of super- 
visor as well as reviewer. The re- 
sult has been excellent. Uniformity 
in many respects is obtained, and 
the field men have an opportunity 
to discuss their auditing and tax 
problems with highly qualified ac- 
countants. On occasion the super- 
visors visit taxpayer’s offices with 
their men to solve intricate tax prob- 
lems ‘fon the spot.” 


Insofar as income taxes are con- 
cerned, the actual work of the unit 
is initiated in Albany. There, the 
field audit section transmits to us 
folders containing returns which 
desk auditors have recommended for 
field investigation for any one of a 
number of reasons. Our unit is as- 
signed the same run of the mill cases 
as any district office in the state. 
When these folders reach us they 
are divided among the supervisors, 
who look them over and assign them 
to their examiners who visit the 
taxpayers’ offices and review records 
and other data. Generally, Albany 
indicates what particular items are 
to be checked or about which infor- 
mation is to be furnished in the re- 
port. Naturally, the audit concerns 
itself with other items as well, but 
particular attention is given to the 
specific questions raised. 


Many persons have the mistaken 
belief that the new unit handles only 
delinquencies and fraud cases. That 
is not true. Occasionally we will be 
assigned an investigation of a de- 
linquent. As to fraud or suspected 
fraud cases, they are all routed to 
the Special Investigation Bureau 


headed by Commissioner 
Bates. 

Upon the completion of the audit. 
the examiner writes his report and 
submits it together with the file and 
his working papers to his suner- 
visor. The supervisor in turn re- 
views carefully the working papers 
and the report of the examiner, 
questions him if necessary, and may 
ask him to clear up a doubtful point 
by again visiting the taxpayer's 
office. 

At the time of the completion of 
the audit, the taxpayer is asked to 
signify his agreement with the ex- 
aminer’s findings. If he has con- 
sented and a change is made in 
those findings by the office, the tax- 
payer is again consulted and asked 
whether or not he acquiesces. At 
present this is done orally and the 
examiner states in his report that 
the taxpayer agrees or disagrees 
with his conclusions, as the case 
may be. A form is being developed 
which will indicate the changes pro- 
posed by the examiner and if the 
taxpayer agrees to the findings he 
will be requested to sign one copy. 
A duplicate will be furnished him 
for his files. But in no event does 
a taxpayer waive any right by agree- 
ing to any finding made by an ex- 
aminer. 

All reports are then reviewed by 
me and if the taxpayer has agreed 
with the examiner the case is sent 
to Albany for assessment or refund. 
If the taxpayer does not agree to 
the examiner’s findings, after I have 
reviewed the report, he is called on 
the telephone and asked when it is 
convenient for him to attend a con- 
ference with me to discuss the case. 
Within reasonable limits, he is ac- 
corded the privilege of naming his 
own time. However, I may state 
here that conferences are held in the 
mornings only, except on Wednes- 
days and Saturdays, and that gen- 
erally the appointment should be 
made for a day within two weeks 
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of the call. In exceptional circum- 
stances, of course, such as where 
the taxpayer travels and desires to 
appear personally, a later date may 
be set. Since the taxpayer is given 
an opportunity to name his own 
date for the conference, within the 
reasonable limits I have mentioned, 
and since, in a sense, we are work- 
ing against time, postponements 
should not be requested except in 
cases of real necessity. 


At the conference the various pro- 
posed changes with which the tax- 
payer does not agree are discussed 
and based on such evidence as may 
be submitted, an adjustment, if nec- 
essary, is made. Here I wish to 
point out that this procedure of con- 
ferences before an assessment is 
made based on the field examiner’s 
report, is a departure from previous 
practice where none were held as a 
matter of regular routine. These 
conferences are considered valuable 
and highly desirable—something to 
which the taxpayer is entitled. I 
believe the Department should be 
equipped with an adequate staff of 
auditors to permit these being held. 
At the same time because our effort 
must be completed by next June 
30th, I must caution you, if you 
are representing a taxpayer, to come 
fully prepared to discuss the issues 
and to present proof of the conten- 
tions you desire to make. Little 
will be gained if, as so often hap- 
pens in the case of accountants and 
lawyers, the case is merely discussed 
and the taxpayer’s representative 
states, for instance with reference 
to a deduction for traveling ex- 
penses, “Well, you know that con- 
sidering the volume of business 
done, the amount deducted is reason- 
able.” We may agree on that, but 
the question also is “How much did 
he actually spend?” I recognize that 
taxpayers sometimes do not keep 
records, but in such instances col- 
lateral proof should be submitted. 
Taking traveling expenses again as 


an example, it should be shown 
where the taxpayer traveled, how 
long he was away, what he did and 
so forth. If it is proven that the 
examiner was incorrect in an adjust- 
ment, his recommendations are not 
changed but a supplementary menio- 
randum is written by me which is 
attached to and accompanies his 
report, and the case is adjusted on 
the basis of the memorandum. The 
taxpayer retains all the rights as to 
informal or formal hearings after 
assessment, that he has always had. 
However, a genuine attempt is made 
at conferences which I hold, to 
equitably and fairly adjust the tax- 
payer’s liability. 

I may state one other thing with 
respect to conferences. They are 
generally set an hour apart, in the 
mornings at 9:30, 10:30 and 11:30, 
and as I have said on Monday, Tues- 
day, Thursday and Friday. It is 
imperative that a taxpayer or his 
representative be prepared to begin 
the discussion of his case promptly, 
for, otherwise, at the end of the 
hour, which experience so far has 
proven ample, the next conference 
must be called. In other words, a 
taxpayer who is late loses so much 
time. While this rule may seem to 
be unfair, the procedure has to be 
so arranged in order to facilitate the 
work. Where it is recognized from 
a review of the case that more than 
one hour will be necessary for tax- 
payer to present his facts, more time 
is accorded him. 

Now that the Federal tax season 
is approaching, I know that account- 
ants will be extremely busy (more 
so than in previous years) with 
the preparation of Federal tax re- 
turns, especially since problems of 
invested capital and others dealing 
with the computation of excess- 
profit taxes will arise. At the same 
time our effort must be brought to 
a conclusion (which I hope will be 
successful) by next June 30th and 
I regret to say that neither audits 
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nor conferences can be postponed 
because of the fact that accountants 
are too busy. Too many taxpayers, 
and I say this from experience, de- 
sire to have the accountant present 
when the examiner audits the books 
of his client. This is definitely un- 
necessary. The audit can proceed 
without the accountant and the re- 
sults can be discussed with him on 
completion in half an hour or an 
hour. You will be rendering a great 
service to the accounting profession 
as well as the state, if you will edu- 
cate your clients in this respect. 

There is another thing I wish to 
call your attention to. In many cases 
gross profit varies considerably in 
the same business from year to year 
and the variance cannot be explained. 
Therefore, I have insisted that the 
examiners in my unit shall review 
the detailed inventories for the years 
under consideration. Too often, these 
have been destroyed, but you know 
as well as I that inventories are just 
as much a part of the taxpayer’s 
records as are ledgers, journals and 
cash books. Please, therefore, re- 
quest your clients to retain all de- 
tailed inventories. The same holds 
true for any so-called “scraps of 
paper” on which are noted memo- 
randa regarding traveling, entertain- 
ing and similar expenses. These 
“scraps of paper” are often as im- 
portant, if not more important, than 
the formal accounting records, es- 
pecially where proof is concerned. 

I have said nothing so far of cor- 
poration franchise tax examinations. 
The procedure with respect to fran- 
chise tax returns is exactly the same 
as in connection with income tax 
returns, except that cases are re- 
ierred to the new unit by the Cor- 
poration Tax Bureau. 

Before closing I should mention 
one other matter. The Tax Com- 
mission, in order to promote uni- 
formity in assessing income tax 
penalties, has set forth a schedule 
of minimum amounts which must be 


assessed because of failure to file 
returns and for other delinquencies. 
Neither I, nor any other executive 
head of a bureau, has any power to 
compromise such penalties beyond 
the minimum set by the Commis- 
sion. If a minimum penalty has been 
fixed, I cannot grant a conference 
to discuss it alone. Any further com- 
promise must be made by the Tax 
Commission itself. 

1 am hopeful that if the effort now 
being made to collect taxes in the 
manner I have outlined is success- 
ful, (and I have no reason to doubt 
it will be), and the Governor and 
the legislature grant a_ sufficient 
appropriation, many of the proced- 
ures we have adopted will become 
the established routine of the In- 
come and Corporation Tax Bureaus. 
No doubt, further changes will be 
effected to make the taxpayer’s lot 
an easier one. I recognize his prob- 
lems from long experience. Com- 
missioner Graves and the other mem- 
bers of the Commission and heads of 
the various bureaus, are desirous of 
doing everything in their power to 
save the taxpayer every possible ex- 
pense in presenting his views to the 
Department. In the long run it is 
the only policy, for a satisfied tax- 
payer is an asset to the state. 

Also, I wish it were possible for 
every tax practitioner to help in 
administering the tax laws of our 
state or country, even if it were only 
for a short period of time. The view- 
point thus gained, as well as the ex- 
perience, would stand him and his 
clients in good stead. I, for one, am 
grateful that I have been afforded 
this opportunity to see the state’s 
viewpoint from the inside. I feel, 
as I always have, that tax adminis- 
tration should be fair and equitable 
to the end that we have a satisfied 
citizenry, that the state’s revenues be 
protected, that each taxpayer bear 
his full and just share of the cost 
of running his state, and that ours 
may always be the Empire State. 


233 








Authors of Arties 
In This Issue 





Dr. Josepu J. Kien, C.P.A., 
Past President and Former Director of the Society. 
WALTER A. Cooper, C.P.A., 

Former Director of the Society and Chairman of the 
Committee on Federal Taxation of the American In- 
stitute of Accountants. 

WiLLt1AM LERoy ASHBAUGH, C.P.A., 
Vice-Chairman of the Society’s Committee on Taxation. 
J. S. Sempman, C.P.A., 

Director of the Society and Member of Society's Com- 

mittee on Federal Taxation. 
ANDREW B. TRUDGIAN, 

Attorney at law and member of the Committee on Taxa- 

tion of the National Association of Credit Men. 
(GEORGE E. CLEARY, 
Attorney at law and Chairman of the Committee on 


Federal Estate and Gift Taxes of the American Bar 
Association. 


Members of Society's Committee on Federal Taxation 
NICHOLAS SALVATORE, Chairman 
NATHANIEL B. BERGMAN, Vice-Chairman 


Maurice AUSTIN LrsLiE MILLs 
GEORGE CULTON CLAGHORN Max Rotnixk 
FRANK S. HARMAN NATHAN F. Ross 
Henry A. Horne J. S. SErIpMAN 
Cuar_Les MEYER C. R. TROBRIDGE 


WaLtTeER E. WILLIAMS 

BENJAMIN GrunNpD, C.P.A., and Attorney at law, 

Chairman of Society’s Committee on State Taxation. 
BENJAMIN Harrow, C.P.A., and Attorney at law, 

Vice-Chairman of Society’s Committee on State Taxation. 
Leo Martrersporr, C.P.A., 

Director of Tax Investigations of the State Tax 

Commission. 


234 























Safeguard the Health of Children 


“Protect us from tuberculosis,” the children on this year’s Christmas Seal 
make their plea—a plea sharply appropriate at their age. It is as if they knew 
the danger past and the danger ahead from tuberculosis. 

Tuberculosis charts a strange course through the years of life, veering in 
and out among boys and girls, men and women, never giving any period in life 
a clear berth, but choosing certain years—the young, active, productive years— 
for its most violent attacks. 

Seldom thought of as one of the so-called childhood diseases, tuberculosis 
kills more children under the age of ten years than does either diphtheria or 
scarlet fever. During these young years, the disease attacks little boys and girls 
alike, showing little of the grim preference it does later. 

When the “teens are reached, tuberculosis rapidly advances to take more 
lives than any other disease. During these years, the scythe swings more deadly 
among girls than among boys. Why? Science, as yet, does not know. 

During the twenties, tuberculosis continues to take more lives than any 
other disease and it still kills more young women than young men. But during 
the thirties, the toll of lives among men begins to mount and throughout the 
remaining years of life more men fall with the disease than women. 


Tuberculosis is still the greatest enemy of youth, taking more lives between 
the ages of 15 and 45 than any other disease. 

What can be done to meet the plea for the years ahead of the children on 
the seal? Scientists, medical men, health departments, and the tuberculosis 
associations throughout the country are answering their plea as quickly and fully 
as possible. 

But there is no vaccine for the prevention of tuberculosis. There is no 
drug for the cure of the disease. Knowledge of the characteristics of the disease 
—how it is caught, how it can be prevented, how it affects the body, how it 
can be treated—and the spreading of 
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Tuberculosis education must be uni- 
versal. Tuberculosis is an infectious dis- 
ease and can be in an advanced stage 
before the victim is aware he has it. Dur- 
ing the months or years that tuberculosis 
can hide behind apparently healthy 
looks, it is destroying the chances of re- 
covery of the victim and spreading the 
germs to many others. 


We all must know such facts as these 
about tuberculosis. No child is safe 
from the disease until all children are 
safe. To educate a nation and at the 
same time finance medical research in its 
undaunted quest for more and more 


— about tuberculosis takes CH RISTMA 


We are the sole means of support of 
the National Tuberculosis Association 
and its affiliated associations throughout 
the country. We give only small con- 
tributions. One dollar, two dollars, five 


dollars from us is little enough to give Help to Protect Your 


to children, our children, who are ask- 


ing for a chance to live out their lives Home from Tuberculosis 


free from the danger of tuberculosis. 
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